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PREFACE 


THE object of this compilation is to provide suitable and up-to- 
date collateral readings for students of the principles of Money, 
Credit and Banking. These readings have been selected for the 
purpose of explaining and illustrating fundamental principles and 
practices which as a rule are not adequately treated in textbooks. 

Much care has been exercised to select articles which present a 
fairly complete treatment of each subject. For the student this 
has a distinct advantage over a compilation of several short articles 
on the same topic. The task of selection has been particularly dif- 
ficult because of the necessity of choosing from among many 
excellent articles on almost every subject. It has been the aim to 
select those best suited to supplement the study of principles. The 
volume could have been greatly expanded; but the scope has been 
limited to the needs of the introductory course. 

The editorial notes purport only to indicate the general char- 
acter of the articles and chapters which they introduce. In the 
case of those articles which have not been completely reprinted, the © 
intention has been to preserve intact as to both fact and logic the 
author’s treatment of his subject. 

I am indebted to many teachers of banking for their frank opin- 
ions concerning the selections. Also I am greatly indebted to the 
authors who have so kindly permitted me to use their publications. 
Most of all I am indebted to Dr. H. Parker Willis of Columbia 
University for valuable suggestions and to Doctors Charles E. 
Landon and R. W. Valentine of the University of Illinois for as- 
sistance in preparing the editorial notes. 


Ivan WRIGHT. 


Urbana, Illinois, 
March, 1926. 
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INTRODUCTION 


THE subjects of Money, Banking and Foreign Exchange have 
lately been brought vividly to the attention of the public because 
of the interesting developments which occurred under the ab- 
normal conditions existing during and after the Great War. Many 
of us who remember the Free Silver Campaign of 1896 will 
recollect how surprised we were to have a presidential election 
fought out on the basis of a monetary issue. We also well re- 
member the wide interest shown by the common people in the 
discussion of the fundamental principles of money and monetary 
systems. The low level of prices made that campaign inevitable. 
The astounding abnormalities during and after the Great War 
which characterized foreign monetary and banking conditions, the 
disarranged foreign exchanges, the active revision of our own 
banking organization, the introduction and operation of the 
Federal Reserve System, all made inevitable an awakened interest 
_in monetary, banking and exchange problems. 

Our university classes in these subjects have become too large 
to be handled in a satisfactory manner under our old methods of 
instruction. Library facilities have not kept pace with the de- 
mands that have been made upon them. Classes of four or five 
hundred students cannot be referred to a recent article in a finan- 
cial journal, to a governmental report, or to some publication of a 
_ Federal Reserve Bank or the Federal Reserve Board. Then, too, 
ordinary text-books in this field cannot do justice to the subject 
because of their inability to cover fully the many important details 
and practices which characterize our present-day methods. Most 
of our textbooks are sadly out of date, and do not contain 
material dealing with the more recent developments, many of 
which are highly important. 

It has been primarily to meet these needs that Dr. Ivan Wright 
has made the accompanying collection of readings. Instructors in 
Money and Banking classes will now be able to use any of a num- 
ber of excellent elementary texts and from time to time assign as 
collateral reading the various selections which this volume con- 
tains. Dr. Wright has also gathered together the most recent 
authoritative material dealing primarily with developments during 
and since the Great War, thus enabling the student to be put in 
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touch with the latest available information bearing upon many of 
our most controversial issues. 

All too frequently authors, who have compiled similar volumes 
of readings, have made the mistake of including therein a large 
number of short statements, tables, excerpts from laws, etc. Dr. 
Wright has pursued the opposite policy and has presented long 
thorough-going treatments of each subject, so as to permit the 
student to obtain a much better idea of those things with which 
the discussion is concerned. 

It is for the above reasons that the volume will fill a real need 
in our university instruction. 

Ira B. Cross. 

University of California, 

Berkeley, California, 


PAR Pel 
CURRENCY, CREDIT AND PRICES 


42 oye 

Waly ‘ 
ol Papel ‘ 

a + 
‘ 


i A ¢ r 
rs yy r 
4 


‘ a 3 “iia 
2fOuN8 


Oke an a 


CHAPTER ‘I 


MONEY AND THE GOLD STANDARD 
A—THE FUNCTIONS OF MONEY * 


Money remedies the inconveniences and shortcomings 
of barter by performing certain distinct functions of great 
importance; namely, acting as a medium of exchange; 
as a common measure of value; as a standard for de- 
ferred payments; and as a store of value. Although 
it is the general practice to use one or two substances or 
commodities in all four ways, it is of course evident that 
such practice is a matter of convenience and not a con- 
dition necessary to the proper performance of each sepa- 
rate function—| Ed. Note. ] 


Three inconveniences attach to the practice of simple barter, 
namely, the improbability of coincidence between persons wanting 
and persons possessing; the complexity of exchanges, which are 
not made in terms of one single substance; and the need of some ° 
means of dividing and distributing valuable articles. Money 
remedies these inconveniences, and thereby performs two distinct 
functions of high importance, acting as— 

(1) A medium of exchange. 

(2) A common measure of value. 

In its first form money is simply any commodity esteemed by 
all persons, any article of food, clothing, or ornament which any 
person will readily receive, and which, therefore, every person 
desires to have by him in greater or less quantity, in order that 
he may have the means of procuring necessaries of life at any 
time. Although many commodities may be capable of performing 
this function of a medium more or less perfectly, some one 
article will usually be selected, as money par excellence, by custom 
or the force of circumstances. This article will then begin to be 
used as a measure of value. Being accustomed to exchange 
things frequently for sums of money, people learn the value of 
other articles in terms of money, so that all exchanges will most 
readily be calculated and adjusted by comparison of the money 
values of the things exchanged. 

*From Money and the Mechanism of Exchange, by W. Stanley Jevons. 
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A Standard of Value. A third function of money soon de- 
velops itself. Commerce can not advance far before people begin 
to borrow and lend, and debts of various origin are contracted. 
It is in some cases usual, indeed, to restore the very same article 
which was borrowed, and in almost every case it would be 
possible to pay back in the same kind of commodity. If corn 
be borrowed, corn might be paid back, with interest in corn; but 
the lender will often not wish to have things returned to him at an © 
uncertain time, when he does not much need them, or when their 
value is unusually low. A borrower, too, may need several dif- 
ferent kinds of articles, which he is not likely to obtain from one 
person; hence arises the convenience of borrowing and lending in 
one generally recognized commodity, of which the value varies 
little. Every person making a contract by which he will receive 
something at a future day will prefer to secure the receipt of 
_a commodity likely to be as valuable then as now. This com- 
modity will usually be the current money, and it will thus come to 
perform the function of a standard of value. We must not sup- 
pose that the substance serving as a standard of value is really 
invariable in value, but merely that it is chosen as that measure 
by which the value of future payments is to be regulated. Bearing 
in mind that value is only the ratio of quantities exchanged, it 
is certain that no substance permanently bears exactly the same 
value relatively to another commodity; but it will, of course, be 
desirable to select as the standard of value that which appears 
likely to continue to exchange for many other commodities in 
nearly unchanged ratios. 

A Store of Value. It is worthy of inquiry whether money 
does not also serve a fourth distinct purpose—that of embodying | 
value in a convenient form for conveyance to distant places. 
Money, when acting as a medium of exchange, circulates back- 
ward and forward near the same spot, and may sometimes return 
to the same hands again and again. It subdivides and distributes 
property, and Iubricates the action of exchange. But at times a 
person needs to condense his property into the smallest compass, 
so that he may hoard it away for a time, or carry it with him 
on a long journey, or transmit it to a friend in a distant country. 
Something which is very valuable, although of little bulk and 
weight, and which will be recognized as very valuable in every 
part of the world, is necessary for this purpose. The current 
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money of a country is perhaps more likely to fulfill these condi- 
tions than anything else, although diamonds and other precious 
stones, and articles of exceptional beauty and rarity, might 
occasionally be employed. 

The use of esteemed articles as a store or medium for conveying 
value may in some cases precede their employment as currency. 
Mr. Gladstone states that in the Homeric poems gold is mentioned 
as being hoarded and treasured up, and as being occasionally used 
in the payment of services, before it became the common measure 
of value, oxen being then used for the latter purpose. Historically 
speaking, such a generally esteemed substance as gold seems to 
have served, firstly, as a commodity valuable for ornamental pur- - 
poses; secondly, as stored wealth; thirdly, as a medium of ex- 
change; and, lastly, as a measure of value. 

Separation of Functions. It is in the highest degree im- 
portant that the reader should discriminate carefully and constantly 
between the four functions which money fulfills, at least in modern 
societies. We are so accustomed to use the one same substance 
in all the four different ways, that they tend to become confused 
together in thought. We come to regard as almost necessary that 
union of functions which is, at the most, a matter of convenience, 
and may not always be desirable. We might certainly employ one 
substance as a medium of exchange, a second as a measure of 
value, a third as a standard of value, and a fourth as a store of 
value. In buying and selling we might transfer portions of gold; 
in expressing and calculating prices we might speak in terms of 
silver; when we wanted to make long leases we might define the 
rent in terms of wheat, and when we wished to carry our riches 
away we might condense it into the form of precious stones. This 
use of different commodities for each of the functions of money 
has in fact been partially carried out. In Queen Elizabeth’s reign 
silver was the common measure of value; gold was employed in 
large payments in quantities depending upon its current value in 
silver, while corn was required by the Act 18th Elizabeth, c. VI. 
(1576), to be the standard of value in drawing the leases of 
certain college lands. 

There is evident convenience in selecting, if possible, one single 
substance which can serve all the functions of money. It will save 
trouble if we can pay in the same money in which the prices of 
things are calculated. As few people have the time or patience 
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to investigate closely the history of prices, they will probably 
‘assume that the money in which they make all minor and tem- 
porary bargains is also the best standard in which to register debts 
and contracts extending over many years. A great mass of pay- 
ments, too, are invariably fixed by law, such as tolls, fees, and 
tariffs of charges: many other payments are fixed by custom. 
Accordingly, even if the medium of exchange varied considerably 
in value, people would go on making their payments in terms 
of it, as if there had been no variation, some gaining at the 
expense of others. 


B.—POSITION OF GOLD AS AFFECTED BY 
CHANGES IN MONETARY AND BANKING 
PRACTICES * 


Gold is in demand for use as money and in the indus- 
trial arts. Recently important changes have taken place 
in the monetary demand for gold, some of which are 
more or less temporary, while others appear to 
be of more permanent character. Among the former 
is the hoarding of gold in those countries whose 
currency systems collapsed during the war, and among 
the latter are the concentration of gold as bank reserves 
and the decline in the amount in actual circulation. Steps 
have also been taken to control artificially the value of 


gold with a view to securing greater stability—[Ed. 
Note. | 


In the realm of currency, banking, and finance, changes have 


also been going on, some backward and some forward. In the | 


United States, Liberty loan campaigns and the flotation of foreign 
securities familiarized the public with new methods of investment 
and opportunities for saving. A wider distribution in the owner- 
ship of stocks and bonds has resulted, as has also a wider use 
of the practice of issuing securities in relatively small denomina- 
tions so that they will be within reach of the modest saver. 

As regards changes relating especially to gold, certain questions 
are raised, some of which are: What will be the position of gold 
in future finance? Will gold again circulate widely as money? 
Will gold be hoarded by an apprehensive public? How much 


* Article by John Parke Young in the Report of the Commission of Gold 
and Silver Inquiry of the United States Senate, 1925. 
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gold wiil banks hold at home, and how much of their reserves will 
be kept in the form of deposits abroad? What will be the net 
effect of the altered conditions on the value of gold? 

Gold is demanded for monetary purposes and also for use in 
the arts. As to the demand: for gold as money, radical changes 
have taken place, some of which are temporary and others more 
or less permanent. The uses for gold as money are essentially as 
follows: for hand to hand circulation; for hoarding; for bank 
reserves ; and for the settling of international balances. 

Gold and Silver as Circulating Mediums. Before the 
war gold was used to a large extent for hand to hand circu- 
lation. _At the present time, however, in scarcely any part 
of the world does gold actually circulate in quantity. After 
the outbreak of war gold was withdrawn into the banks or driven 
into hoards by paper money which was used in its place. People 
have now become accustomed to paper money, and it is possible 
that when paper money is freely convertible into gold, people will 
prefer paper money to gold coin. Paper money in many ways 
is more convenient than gold, and in countries like the United 
States is very much preferred, even though gold can be had for 
the asking. In the United States gold has practically ceased to 
circulate éven on the Pacific coast, where the tradition for hard 
money was strong. 

On the other hand, European countries have had sad experiences 
with paper money, and the general public may be suspicious for a 
long time of anything but metal when a choice between the two is 

given. In view of the unsatisfactory nature of the paper curren- 

cies during the last few years, the general public may show a 
preference for coin. There is evidence that European peoples 
have had enough of paper money. But whether, when they dis- 
cover that the paper is readily convertible into metallic money, 
they will still prefer coin can not be determined now. Historical 
analogies are not satisfactory, and whether gold itself will ever 
again circulate as money as it did before the war can be answered 
only in the future. Certain demands for gold money will no 
doubt always exist as long as the money is available. At 
Christmas time banks find people desire gold for gifts. Em- 
ployers occasionally ask for gold to pay wages. Also, gamblers 
frequently come to the banks for gold. 

At the present time a preference for coin exists in practically 
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all the European countries which have suffered depreciation. 
Austria recently issued silver “schillings,” and in spite of the 
fact that the bullion in the coin was worth less than the coin ~ 
itself as money, the total emission disappeared from circulation 

in a few days after it was first issued. On the other hand, 

American paper money, which enjoys a wide currency in Europe 

and which is readily convertible into gold, has been in great demand | 
in Europe, and little American gold is seen. The paper dollar in ~ 
Europe, however, is in an anomalous position and its gold reserve 
is at a great distance. Most of the Europeans do not understand 
much about the dollar, and do not know that it is redeemable in 


», gold in the United States and that the gold can be freely exported. 


It is looked upon as a paper unit which is “good” because the 
United States is rich and in a sound financial condition. 

To the extent that the circulation of gold coin may be replaced 
by the circulation of paper bank notes, redeemable in gold, a 
reduction in the use of gold would result which would have the 
same effect upon prices as though the supply of gold were in- 
creased. Such a reduction in the demand for gold, due to the 
substitution of paper money, releases part of the metal for other 
purposes and thus increases the effective supply of gold. 

In 1913 in countries where paper money was used its use was 
confined almost entirely to the larger denominations. Thus in 
Great Britain the smallest paper money was the £5 Bank of 
England note (worth a little over $24) while at the present time 
paper money is circulating there in denominations of 10 shillings 
(about $2.40). On the Continent most of the countries are using 
or have used paper money even for the smallest denominations. 
It seems probable that this practice of using paper money for 
“some of the smaller denominations will be continued, and while 
not on the scale now prevailing in some countries, yet to a greater 
extent than before the war. This increased use of paper money 
in some of the smaller denominations depends partly on the will- 
ingness of the public to accept paper money. 

For the minor denominations there is little doubt but that silver 
and other coins will be used as formerly. The advantages which 
convertible paper money offer—i.e., convenience in handling and 
shipping and avoidance of: loss through abrasion and in other 
ways, tend to disappear as regards the small denominations. The - 
large denominations have a slow rate of circulation and the notes 
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are kept relatively clean and last a long time. On the other hand, 
the small denominations have a rapid rate of turnover, and the 
paper soon becomes worn and dirty and must be replaced by new 
issues, which entails considerable expense in the aggregate. 

In countries where the circulation is exclusively or almost ex- 
clusively paper money, most of the paper is continually in a dirty 
and unsanitary condition. Tests made in Germany in 1924 re- 
vealed the fact that much of the paper money in circulation was 
infected with germs of contagious diseases. Coins, on the other 
hand, were found to be practically innocuous, due to their smooth 
surface and to the disinfecting action of the metal itself. Metal 
wears much better than paper and in the small denominations is 
more convenient to handle. In the small denominations gold 
coins are inconveniently small, and silver and other coins meet the 
requirements most satisfactorily. Loss through abrasion is of 
less consequence in these smaller coins since the metals are 
telatively cheap compared to gold. 

Thus the advantages which paper money offers in the large 
denominations as a substitute for gold do not exist as regards the 
small denominations, for which coin is more convenient end 
economical. Just where the dividing point should be differs in 
different countries. Neverthless, the countries have learned that 
paper money can be issued in smaller denominations than before 
the war, and it is to be expected that some of these paper 
denominations will be continued, unless the public should show a 
distinct aversion to the paper money. As regards the circulation 
of gold coin as opposed to paper money, the desire of the public 
will be the controlling factor, since under the gold standard the 
public have the right to select whichever kind of money they 
choose, provided gold is coined and redemption is not in bars. 
But as regards the smaller money, since the public must have 
small change, they must accept whatever the Government 
provides. 

The people of Europe seem to have had enough of the small 
paper notes, inconvenient and of an appearance which discredits 
their worth, and have a strong preference for coin. Since the 
public prefers coin, the indications are that governments will 
supply a sufficient amount of silver and other coins to meet the 
demand. In fact, most of the countries already either have 
coined certain quantities of small money or have plans for coin- 
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ing. , Austria, Latvia, Poland, and Germany have recently minted 
new silver coins. Germany, France, and Italy, as well as other 
‘countries, have also minted brass and nickel coins, all of which 
have been well received by the public. People have confidence 
in silver coins, even though the coins are fiduciary. Thus silver 
money will contribute to the restoration of confidence in currency 
systems. 

European countries have considerable quantities of old silver 
coins in hoards or lying in banks. Due to the depreciation of 
paper.money during and after the war silver coins were driven 
from circulation in accordance with Gresham’s law, since the 
bullion in the coins came to be worth more than the coins as 
money. Outside of Great Britain and a few neutral countries, 
pre-war silver coins are rarely seen. Many of the old coins are 
now lost and most of those in existence will have to be reminted 
before they can serve again as money. In 1919 and the first © 
part of 1920, when the price of silver was high, large amounts 
of the silver money were disposed of as bullion by banks and 
various individuals. 

In the minting of new coins, which has been taking place 
recently, part of the metal has come from the melting-down of 
old coins, but the countries have also had to acquire additional 
amounts of silver, which have been purchased in the United 
States and elsewhere. In most of the new mintings the fineness 
of the coins has been reduced, although the ratio between the 
bullion value and the monetary value has not necessarily been 
reduced. The visible stocks of silver currency in European 
countries in 1913 and at the present time may be seen from the 
figures on following page. 

Hoarding Gold. Gold is often used for hoarding as well as 
for hand to hand circulation, and another change in regard to 
gold has to do with this use of the metal. As a result of the 
collapse of currency systems and the heavy losses suffered, many 
people hesitate to put their savings in anything but tangible 
articles such as gold, silver, or other valuable articles. A certain 
class of people in all countries are suspicious of, or unfamiliar 
with banks and other investment institutions, and prefer to keep 
their savings stored away in the form of actual cash, almost 
always coin where possible. In the United States this class is 
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not as great as in some other countries, especially in the more 
backward countries. 

In many parts of the world this is the customary means of 
saving for a large part of the population, and the fact that this 
ancient practice still continues is partly a result of insecurity of 
governments, of unsound banking, or of a lack of facilities for 
saving in other ways. In China and India this practice is espe- 
cially strong and is the traditional method of saving, silver and 
gold both being hoarded. Hoarding increases in times of crisis 
and disturbance, and the recent period has been no exception. 
Hoarding has been going on in Europe with whatever articles 
were available. American paper dollars have been hoarded in 
large quantities in countries, such as Poland and Hungary, since 
the people learned that this money was better than their national 
paper money. 

In such coWftries, where people who hoarded domestic ‘paper 
money found their savings dwindle in value to practically noth- 
ing, the hoarding of metal, when it is again available, may absorb 
a considerable amount of gold and also silver. When the gold 
standard is reintroduced and gold can easily be obtained, a certain 
amount of gold may ultimately come out of hoards and appear in 
circulation. The Bank of Switzerland paid out gold in 1922, but 
the gold did not circulate long, and a large part of it apparently 
went into hoards. The experience of Austria has already been 
noted, the silver schillings which Austria issued disappearing from 
circulation almost immediately, although the bullion in the coins 
was worth less than the coins themselves as money. There seems 
little doubt but that when gold money is again available the. 
demand for gold for hoarding will continue for a time, as a result 
of the war, stronger than ever. As the experiences with recent 
currency collapses are forgotten and become historically imper- 
sonal, and as stability in government and finance increases, this 
demand for gold will diminish. 

Gold as Bank Reserves. Another and important use for 
gold aside from hand to hand circulation, and from hoarding, is 
that of bank reserves. Before the war banks in gold standard 
countries were accustomed to keep in their vaults a certain amount 
of gold as a reserve against their notes and deposit liabilities. 

Under the gold standard banks must be prepared to meet their 
demands in gold and to redeem money in gold at all times, and 
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must therefore, constantly maintain a certain amount of gold on 
hand where it is immediately available. What. this amount should 
be differs in individual cases and economic science has not agreed 
upon any fixed per cent. Before the war the amount kept varied 
greatly in different countries. In some instances the amount was 
determined by law, and in others, left to the judgment of the 
bank. 

The purposes of a gold reserve are, first, to meet demands for 
gold for domestic purposes, and second, to meet demands for 
purposes of exportation to foreign countries. As for the first of 
these during the next few years, assuming resumption of specie 
payments, gold reserves may be called upon to meet heavier 
internal demands than before the war. Until conditions are 
thoroughly stable and apprehension as to possible difficulties be- 
comes less, every crisis or disturbance, political or @conomic will 
cause a drain on bank reserves, an emergency white can be met 
successfully only by a fearless paying out of gold to all who seek 
it. When people learn that it is possible to get gold easily they 
no longer want it, and it is only when they fear that they will be 
unable to get gold that they stand in line in front of banks and 
clamor for its possession. Whatever the internal demand for 
gold will be, it is not to be assumed that this demand will be the 
same as it was before the war. The demand may ultimately 
become less than before the war, but during the next few years 
it may be greater, if gold is paid out freely, and subject to more 
erratic movements. 

Bank reserves are used as a source of supply for gold for 
export purposes and one of the functions of gold as money is 
serving as a means for settling international balances. Before the 
war gold was constantly. moving back and forth between the 
different countries according to the dictates of exchange rates, 
reflectors of more fundamental and underlying conditions. When 
gold left a country, bank reserves were depleted, and steps were 
then taken to restore the reserves. However, at the present time 
the situation is very different. Banking and financial practices, 
both national and international, have undergone considerable 
changes since 1914 and some of the changes have a direct bearing 
upon the international movement of gold. 

Among the underlying causes of gold movements was a lack of 
equilibrium between price levels in different countries. Gold 
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flowing back and forth, increasing reserves and decreasing re- 
serves tended to correct maladjustments and keep price levels in 
equilibrium. However, the relationship between the price ievel 
and gold reserves has been found not to be so close as it was 
sometimes thought to be, the situation in the United States at 
present serving as an illustration. Since a certain amount of 
deliberate price control will no doubt take place in the future, a 
country may lose a relatively large amount of gold before price 
readjustment takes place. The reduction in gold reserves which 
will be permitted before discount rates are raised and other cor- 
rectives applied, will depend upon the policy of the banking 
authorities in each country and their views as to the amount: of 
gold necessary for domestic contingencies. Into the determina- 
tion of this amount the degree of business confidence and other 
psychological factors enter. 

To the extent that efforts to control price levels involve the 
attaching of less importance to the condition of gold reserves, 
maladjustment between price levels in different countries will not 
be as promptly corrected—+.e., a country losing gold may not have 
a fall in prices, or vice versa. Thus the difference between cur- 
rent international debits and credits, which is controlled by the 
price levels in the different countries would not disappear as 
promptly. This may cause gold movements to continue in one 
direction for considerable lengths of time, assuming other forces 
do not intervene.* j 

Bank Reserves Deposited in Foreign Countries. A note- 
worthy change in banking practice as regards the keeping of 
reserves, is the practice, developed in large part as a result of 
the war and post-war conditions, of maintaining deposits in for- 
eign banks and looking upon these deposits as part of the bank’s 
reserve, showing them as gold in some instances. When such 
deposits are not shown as actual gold they are considered very 
much the same as gold and are usually grouped with gold in the 
bank’s assets. It is often difficult to know just how much actual 
gold a bank has. So-called ear-marked gold held by one bank for 
account of another is usually shown as gold by its owner, and 


rN lacks sot correspondence: between current debits and credits causes 
exchange rates to go to the gold import or gold export point, unless adjust- 


ment takes place in other ways before the rates go this far, such as through 
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then may be shown again by the bank actually holding it. This 
ear-marking has been found at times to be a fiction and the owner 
of such gold in practice usually has merely a gold credit on the 
books of the bank holding the supposed ear-marked gold. Just - 
how much duplication there is in the counting of gold is difficult 
to determine. Laws in some instances have been changed per- 
mitting the counting as legal reserve of certain foreign deposits. 
In many ways such foreign deposits answer the purpose of gold 
reserves, especially as regards the uses of a reserve in meeting the 
demands for gold for export purposes. By selling drafts against 
such foreign deposits, the same purpose is served as exporting 
gold, as far as the immediate parties involved are concerned. If 
banks will regard a reduction in their reserves deposited abroad 
in the same light as a reduction in their gold reserves and use it 
as a signal for higher discount rates, readjustment in price levels 
will take place the same as though gold had been exported. This 
readjustment will take place eventually under a system of de- 
posited reserves the same as under that of actual gold reserves. 
A strong demand for foreign currencies will raise exchange rates, 
and if exchange rates rise to the gold export point gold will go 
out and influence the credit and price situation. Sale of reserves 
deposited abroad, however, may prevent exchange rates from 
going to the gold export point as soon as might otherwise have 
been the case. 
This practice, which has become widespread on the part of 
banks, of keeping a large part of their cash on deposit abroad 
'where, if in the United States, it can easily be converted into 
gold if desired, offers certain advantages to the banks so that it 
will doubtless be continued to a certain extent. A deposited re- 
serve is more remunerative to banks than keeping gold locked up in 
their vaults, since deposits earn interest, and smaller gold reserves 
can thus be maintained at home. Furthermore, the cash abroad 
is available for the sale of drafts, and obviates certain shipments 
of. gold. The chief disadvantage is that in time of international 
crisis such funds may not be available, at least not in gold. 

As a result of this development, gold in a financial center such 
as New York is supporting credits in various parts of the world. 
The practice places a heavier burden on reserves in such centers 
as New York and London, and in times of crisis may cause a 
severe drain of gold. Reserves ordinarily are more or less idle, 
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except in times of emergency, when they may suddenly become 
depleted. If this situation is to remain permanently on any large 
scale, it should be considered in determining what gold reserves 
ought to be kept by banks holding such foreign deposits, and 
whether this class of deposits should not be placed in a separate 
category as regards reserves, just as under the national banking 
system in the United States central reserve city banks are required 
to keep larger reserves than country banks due originally to the 
practice within the country of keeping reserves deposited with 
other banks.* It is possible that as European countries return to 
the gold basis they will draw out part of their foreign deposits 
in gold. Should this take place, as far as the United States is 
concerned, it would be beneficial since this country now holds 
more gold than is necessary or desirable under normal conditions. 

This new development growing out of the war-time situation is 
somewhat of an economy in the use of gold, and therefore will 
exert its influence, small though it may be, on the value of gold. 
Furthermore, the existence in normal times of an extensive sys- 
tem of foreign credits, such as is being built. up, as well as im- 
provements in facilities for financing trade, may have the effect 
of reducing the shipments of gold back and forth in settlement of 
trade. 

Additional Changes Relating to Gold. The greatest change 
in the position of gold since 1913 is that at the present time 
practically all the countries of the world with the exception of the 
United States are no longer on the gold standard. This is the 
outstanding and most fundamental change in the position of gold, 
but since the situation is without doubt only temporary, its real 
importance is greatly reduced. Were the present state of affairs 
as regards money to become permanent the effect upon gold would 
be a reduction in value and a heavy loss to the United States as 
a chief possessor of the metal, and a country whose currency 
system is based on gold. 

An advantage of the gold standard in 1913 was that it provided 
stable exchange rates with other countries, due to the fact that so 
many countries had the gold standard. Since few countries are 


* At the present time banks in the reserve system can count as legal 
reserves only funds deposited at the Federal reserve bank, nevertheless the 


practice of country banks of keeping. surplus funds in banks in reserve cities 
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now on the gold standard this advantage does not exist. Never- 
theless, inasmuch as: the general restoration of the gold ‘standard 
is well-nigh certain, this aspect of the gold standard is not of 
primary importance. 

A further change in regard to gold since 1913 has to do with 
the introduction of the Federal Reserve System in the United - 
States. Gold in the United States is now concentrated in a few 
centers and seldom goes from one part of the country to another 
part, title to it passing by means of debits and credits. The 
centralization of gold in the United States has permitted a reduc- 
tion of legal reserve requirements, a reduction sometimes criti- 
cized as being too great. The new method of utilizing gold by 
the United States would have enabled the country to get along 
with less gold than in 1913 had there been no development in 
industry and general business. As it is, the general progress and 
corresponding need for more currency has been so great during 
recent years that it is doubtful whether the gold in the country 
in 1913 would now suffice even at the old price level, without | 
further refinements in the utilization of gold. Since the level of 
prices is considerably above what it was in 1913 the United States 
needs more gold than it held at that time if falling prices are to 
be averted. 

An important change in regard to gold is the present reduced 
purchasing power of gold compared to 1913. If an effort is to 
be made through price stabilization to maintain the present value 
of gold, assuming the countries return to the gold basis as before 
the war, a heavy demand may be placed upon existing gold stocks. 
If stabilization is to be successful and if falling prices in terms 
of gold are to be avoided, this may necessitate ultimately new 
economies in the use of gold, since the existing one-third reduc- 
tion in the purchasing power of gold normally would be the result 
of a greatly increased supply of gold if the demand were 
unchanged. 

The value of gold in 1913 was determined more or less auto- 
matically according to the pull of various forces, while since that 
time its value has been controlled artificially to a great extent, and 
in the future will probably be subject to more control with a view 
to price stability. The value of gold will probably no longer be 
allowed to follow blindly the whims of the market. This change 
is a step forward and if the efforts toward stability are successful 
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will make the gold standard a very much more useful and efficient 
standard. 

Supply of Gold. The above discussion has dealt with aspects 
of the demand for gold, and how these demands have been altered 
since the beginning of the war. As to the total stock of gold, 
some changes have also taken place, although the changes have 
not been very great. The monetary stock of gold is somewhat 
larger than in 1913, due to the annual accumulation during the 
intervening period. The total stock of gold in the world is so 
large that the net additions or losses of any year are not a rela- 
tively large part of the total. The accumulations of a series of 
years, however, amount to a sizable sum, although in the last few 
years production has been less than before the war. 

Estimates place the total production of gold since the discovery 
of America at about $18,000,000,000. In addition to this, there 
are the accumulations of gold since ancient times, the amount of 
which can not be determined but is probably very small. Studies 
regarding the monetary stocks of gold throughout the world can 
account for only about $9,000,000,000 of gold. An accurate sur- 
vey of the amount of gold existing at present as ornaments and 
in the arts throughout the different parts of the world is obviously 
impossible. The annual production of gold has fluctuated but 
during the last decade or two has averaged around $400,000,000, 
being less during the last few years as a result largely of the fall 
in the value of gold. 

Estimates have been made by the United States Mint as to the 
amounts of gold annually going into the arts, and the amounts into 
- monetary channels. These estimates are compiled from question- 
naires sent out to the different countries. Since the replies are 
often incomplete, and for various other reasons, the estimates ob- 
viously are only approximately near the truth. Data are meager 
as to the demand for gold in the non-monetary field and as to the 
relative intensity of this demand—i.e., what the demand would be 
at different values for the metal. The chart on page 19 shows 
since 1890 the percentage which. the estimated industrial con- 
sumption of gold is of the total production, also price movements, 
and commercial failures during this period. 

According to the chart the indications are that the non-monetary 
demand for gold is influenced in an important way by considera- 
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tions other than the purchasing power of gold, and other than 
the degree of prosperity as indicated by the number of commer- 
cial failures. Until about 1910 there was a slight tendency for 
industrial uses to consume a smaller proportion of the increasing 
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gold production. This might have been due in part to the rela- 
tive inelasticity of the industrial demand so that the increasing 
gold production was attracted into monetary channels. The 
‘fluctuations appear to have been due in part to alternating periods 
of prosperity and depression, more gold going into industrial uses 
in periods of prosperity than in periods of depression. The 
United States is a leading industrial consumer of gold and the 
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figures shown are more complete for the United States than for 
~ other countries. In 1893-94 the United States experienced a 
financial crisis which was followed by a period of depression last- 
ing until about 1897. During this period the industrial con- 
sumption of gold was réduced, being especially low im- 1893. 
Conditions in the United States were prosperous, from about 1898 
until the latter part of 1902, and the industrial consumption of 
gold is seen to have increased during these years. On the other 
hand, in 1900 Europe suffered a depression. . Conflicting periods 
of prosperity throughout the world interfere somewhat with de- 
ductions as to consumption of gold during these periods. How- 
ever, at the end of 1907 practically the entire world experienced 
a depression which continued during 1908 when commercial fail- 
ures were greatest. In 1908 the percentage of gold going into 
industrial uses was less than in any year for which data are avail- 
able. The great increase in industrial consumption in 1911 and 
1912 is difficult to account for, although at this time conditions 
were fairly prosperous throughout the world. During the war 
period conditions were very abnormal. . 

One of the chief demands for gold in the non-monetary field is 
for ornaments, especially in India and other oriental countries. If 
gold should become cheap, the question is raised whether the de- 
mand for gold for purposes of ornamentation would become less, 
since gold would then be less a mark of distinction, or whether a 
fall in the value of gold would result in increased consumption 
for ornamental purposes on the part of people to whom formerly 
the high value of gold was prohibitive. On the other hand, if 
the value of gold should rise, would people merely prize more 
highly the gold they possessed, or would monetary stocks of gold 
be supplemented by people bringing their gold to the mints so that 
its greater purchasing power could be availed of ? The chart indi- 
cates that the industrial demand for gold is not influenced so much 
by the value of gold as it is by the degree of prosperity which 
prevails. 

Large quantities of gold have been going into India and China 
for many years where the gold is used for hoarding, ornaments,. 
and other purposes. An awakening in these countries and the 
development of banking and business practices as they prevail in 
western countries might throw large quantities of gold on the 
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market. However this event could come only slowly, due to the 
inertia of tradition, custom, and the great mass of population with 
meager resources and a low standard of living. There are no 
indications that this event will come in the near future, and 
furthermore, should these countries become modernized they 
would very probably adopt the gold standard* and place addi- 
tional burdens on the world’s stock of gold. 

The following table shows the estimated stocks of monetary 
gold and the amount in the banks and in circulation. The in- 
crease in the amount of gold in banks and public treasuries fol- 
lowing the outbreak of war was due largely to the efforts of the 
banks and governments to build up their gold reserves by making 
patriotic appeals to the people to bring in whatever gold they 
had, jewelry, ornaments, and the like. Gold money formerly in 
circulation was either drawn into banks, or hoarded on account of 
depreciated paper so that the world’s gold circulation declined. 
New gold went principally to the banks, since its consumption for 
other purposes was considered wasteful and an. unnecessary ex- 
travagance during war times. In the postwar years monetary 
stocks received large accretions on account of the impoverished 
condition of Europe where for many purposes gold was a luxury 
which could not be enjoyed. Some of the figures in the table 
are necessarily only rough approximations and should be 
interpreted accordingly. <i 

The way in which changes in the value of money cause changes 
in the size of the monetary stock of gold is chiefly through direct- 
ing new gold coming onto the market into either monetary or noh- 
monetary fields, according to which exerts the stronger demand. 
There is also a certain amount of shifting back and forth between 
gold used as money and gold in the arts. Coins are melted down 
by those needing gold if this offers inducements over the purchase 
of gold bullion, especially since the alloy in gold coins is suitable 
for many purposes. An ounce of gold will mint into $20.67, the 
Government making no charge for minting. Conversely, broken 
up jewelry and other gold may be sent to the mint. 

The large amount of gold being put to non-monetary uses, and 


*In India a form of the gold standard has existed most of the time since 
1899, although gold never circulated to any great extent. 
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Wor.p’s Stock oF Monetary GOLD AND ANNUAL PRODUCTION OF 
New Goxp, 1890-1924 _ 
Estimates compiled by Director of Mint 
(000 omitted) 
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1 Data incomplete. 
2 Estimate of H. N. Lawrie, Assistant to commission. 


the large part of the annual production allocated to these uses 
serves as a stabilizer of the value of money. The non-monetary 
gold is a reservoir or potential supply for gold for money, and 
these non-monetary uses, by taking part of the new gold, influence 
the supply of money and serve as a regulator of the value of 
money, absorbing part of the effects of economic changes upon 
money. The relative supply of money in the course of several 
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years can be influenced considerably in this way by new gold 
coming into or failing to come into monetary channels. 

The cost of producing gold is another factor in stabilizing its 
value. If the value of gold falls—that is, if general prices rise— 
the cost of producing gold also rises and since an ounce of gold 
always coins into the same number of dollars, the greater number 
of dollars which must be paid out for production soon reduces 
the profits and many mines have to close down, and others reduce 
their output, working only the better veins. Vice versa, a rise in 
the value of gold—i.e., a fall in prices, tends to stimulate produc- 
tion of the metal and thus increase the supply which works in the 
direction of rising prices, as a reduced output works in the direc- 
tion of falling prices. Thus, the supply of gold coming from the 
mines is influenced by the value of gold, and due to this fact 
tends to maintain the stability of gold money by increasing or 
decreasing the supply of money. These forces, however, exert 
their influence only over long periods of time. : 


C—THE GOLD POLICY OF THE UNITED STATES* 


Among the important international monetary problems 
_arising out of the disturbed conditions during and fol- 
lowing the World War has been that of the great influx 
of gold into the United States. The seriousness of the 
problem has been recognized but no definite or consistent 
policy has been followed in attempting a solution. Care- 
ful consideration of the matter makes it reasonable to 
believe that a redistribution of this gold supply will 
eyentually take place and that the United States will give 
up a considerable portion of the gold stock it now 
has. Full cooperation between governments and central 
banks will be necessary to.accomplish this redistribution in 
a satisfactory manner.—[Ed. Note.] 


Ever since the opening of the World War the question of a gold 
policy has been a troublesome element in shaping the course of 
action of the United States with respect to banking. Sources of 
embarrassment with respect to gold have varied from time to time 

* Article by H. Parker Willis, Editor, New York Journal of Commerce 


and Professor of Banking, Columbia University, in the Report of the 
Commission of Gold and Silver Inquiry, United States Senate, 1925. 
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but, in one way or another, the gold situation has been a major 
source of difficulty practically all the time for the past ten years. 
To-day, the question how to deal with the gold on hand in the 
United States is undoubtedly one of the most serious elements in 
the banking problem by which the United States is faced. 

Gold Policy Reviewed. A brief review of the gold policy 
of the United States may be made as follows: ; 
(1) 1914-1915. For about twelve months after the opening of 
the World War fears of an outflow of gold, based at first upon 
Great Britain’s refusal to extend the maturity of her claims upon 
other countries and her insistence upon gold payment, prevailed 
quite widely. During the first months after the opening of the 
war the so-called “gold pool” was formed under the supervision 
of the Federal Reserve Board, and various other measures were 
adopted to prevent loss of the metal. These were more or less 
successful, although the danger of a loss of gold after all proved 

only temporary, and fear of it soon faded out. 

(2) 1915-1917. From the middle of 1915 to the declaration of 
war in April, 1917, there was a steady flow of gold into the 
United States as the result of our heavy exports of commodities. 
At first this movement was not marked, because payment was 
made in the proceeds of securities which were shipped to this 
country and sold. It soon became evident, however, that a very 
strong current of gold was setting toward the United States and 
at no distant day there would be a serious problem due to the 
one-sided distribution of reserve money throughout the world. 
Some relief had been gained through reexports of gold to countries 
from which we were buying heavily, but no general or consistent 
policy had followed the temporary measures of defense against 
gold export which had occupied the first few months of the 
World War. 

(3) 1917-1919. Not long after our entry into the war, Presi- 
dent Wilson proclaimed an embargo upon gold, and from that 
time forward the shipment of the metal out of the United States 
was permitted only upon license issued by the gold export com- 
mittee, a subordinate organization under the control of the Federal 
Reserve Board. That committee gradually tightened its control 
of gold exports, and toward the latter part of the war, rather than 
allow gold to go abroad, permitted the earmarking of the metal — 
in the United States, with the understanding that such gold should 
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be shipped as soon as peace was declared. The policy during this 
period was simply that of retaining as much gold as possible, 
shipments flowing in from countries that were indebted to us for 
munitions and supplies, while we refused to let gold go out in 
settlement with countries to which we had become indebted. 

(4) 1919-1924. With the repeal of the gold embargo in 1919, 
such definite gold policy as we had had, fragmentary and objec- 
tionable as it had been, came to an end. The termination of the 
_ embargo was followed by a temporary outflow of gold to those 
countries which had earmarked it here during the latter part of 
the war. But these shipments were soon returned to the United 
States by indirect routes, and from 1920 onward a steady inward 
flow of gold into this country has proceeded. The extent to which 
this movement of gold has gone may be noted from the following 
summary (000 omitted) : 


| i Excess of 

exports (—) 
or of 

imports (+) 


Date Imports Exports 


Aug. 1, 1914—Dec. 31, 1918..| $1,776,616 $705 , 210 +$1,071,406 
Jan. 1—Dee, "31; 19190. e. 76,534 368,185 —291,651 
jane l—Deed 34, 9202s.) 417,068 322,091 +94 ,977 
Vantjl—Dec. 31,1921 22%. .).. 691,248 23,891 +667 ,357 
Waiet— Dee. 3161922 ee wn 275,169 36,874 +238 ,295 
an Dees 31,1923)... oe 322,716 28 , 643 +294 ,073 
Jang d=Decws 1571924 77 aS. 329,721 61,648 +258 ,073 


Recognition of Gold Problem. Although there has been no 
definite or consistent policy either ‘on the part of our banks or 
banking authorities, with regard to the treatment of the gold 
supplies which we were receiving, the fact that the accumulation 
of the metal here was causing a serious problem has been very 
' well recognized. From time to time the question has been taken 
up by the Federal Reserve Board for discussion, while American 
bankers have also sporadically devoted themselves to it. In gen- 
eral, the following tendencies have been noted as the outgrowth 
of this steady accumulation of gold in the United States: 
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(1) Inflation of prices through the provision of an unduly 
large bank-credit base. 

(2) Inflation of prices and credit generally, through the sat- 
uration of the currency with gold, at the same time that the 
reserve banking mechanism lost control of the money situation by 
the all but complete liquidation of rediscounts which had been 
previously made with it. 

(3) Establishment of business and banking conditions which 
would lead to serious suffering when the outward movement of 
gold should set in, owing to reaction from a one-sided exchange 
balance. 

(4) Disturbance of the rediscount rate, first, through undue 
tendencies to lower it as a result of high reserve ratios, and then 
probably through undue tendency to advance it, as a result of loss 
of gold and a lowering of the ratio. 

At first, the policy of the Federal Reserve Board was that of 
raising rates with a view to checking the inflation which had 
become well developed by the autumn of 1919. Political pressure 
led to the reversal of this policy and discount rates were steadily 
forced down after 1921. Recognizing, however, that the plan 
that was being followed tended toward inflation, members of the 
Reserve Board have from time to time proposed to segregate a 
substantial percentage of the gold held in reserve banks, desig- 
nating it as a “superreserve,”’ and changing the method of com- 
puting the reserve ratio soas to figure it merely as a percentage 
of reserve against deposits. Steps toward this change in method 
of presentation were at one time begun in the belief that they 
would have a good “psychological effect,” creating the impression 
in some minds that the gold was in fact not actually present so 
far as any practical use of it was concerned. Whatever effect 
may have been brought about in this way was largely neutralized 
by a Treasury order made public late in 1921, and requiring 
reserve banks to pay out as much gold as possible into circulation. 
Reasons assigned for this action were that the presence of a 
great quantity of gold in a single holding tended to excite 
cupidity, and that it was a more wholesome situation to have the ° 
gold in circulation than in the vaults of banks. While the plan 
was only partially successful, it did result, according to Secretary 
Mellon in his report for 1923, in forcing back into circulation - 
about $300,000,000 of gold. These sporadic and disconnected 
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measures, however, can hardly be dignified by the name of a’ 
consistent policy, and it is therefore fair to say that during the 
last period already stated, 1919-1924, there has been from a 
national standpoint no such policy. 

Gold Problem of the Present Day. The United States now 
has in its hand about $4,300,000,000 of gold. Some estimate the 
stock on hand $200,000,000 higher than that figure. The amount 
held is close to one-half of the “in sight” available gold supply 
of the world. This quantity of gold is far greater than is needed 
for any reasonable purpose in the United States. Although we 
still have a tremendously inflated price level, with an index 
number of 150 to 160 of the 1913 level (according to methods 
of computation), and although we have a ratio at reserve banks 
of from 70 to 75 per cent subject to weekly variations, there is 
an immense excess supply of gold either in circulation or in the 
vaults of member banks or elsewhere. At the same time foreign 
countries are in some cases largely stripped of gold, while in those 
‘which maintain a substantial vault supply (some having more 
actual metal in vault than before the war), the price level and 
monetary structure is so large as to dwarf the gold foundation 
underlying it. It is reasonable, therefore, to suppose that redis- 
tribution of gold must occur, and that in this redistribution the 
United States will give up perhaps $1,500,000,000 to $2,000,000,- 
000 of the gold stock it now has. The present problem, accord- 
ingly, is how to facilitate the movement of this gold out of the 
United States and into those countries where it is wanted with 
the least disturbance to prices and the smallest interference with 
banking solvency. This problem is one which can be very greatly 
simplified by the adoption of a satisfactory policy by central 
banks, or in this country by reserve banks if they choose to under- 
take such a function as gold control, Thus far the only measures 
that have been resorted to have been those of lending to foreign 
countries, which thereupon, if they chose, were able to use the 
proceeds of their loans in exporting gold from the United States 
or in earmarking it here for export when desired. Such opera- 
tions within the past two years have been comparatively small, 
and during the period of active lending prior to that time they 
were not sufficiently numerous to reverse the gold movement. 
Up to date, then, the only method of redistribution that has been 
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actually attempted has been that of placing in this country with 
private investors bonds of foreign countries which desire to get 
gold in order to enable the latter to withdraw it, “one. otate 
Department has demanded and has generally received the priv- 
ilege of overseeing the placing of such loans in the United States 
in order that it might use its own judgment as to whether there 
was anything in them that could tend to prejudice the economic 
use of our money stock. 

Central Banking Function. The immense surplus’of gold in 
the United States and the general abundance of lending power 
in this country combine to render it desirable that reserve banks 
should begin operating in foreign markets either directly through 
their own agents or indirectly through foreign correspondents, 
with a view to transferring gold from this market to foreign 
markets, according as the latter seem to present a reasonably safe 
field for such transactions. As this process went on it would be 
possible to shift a substantial amount of gold out of the United 
States and into the foreign markets where lending was in prog- - 
-ress, and the outcome would be both to prevent the further 
accumulation of gold here and at the same time to render it 
available to other countries which were making an effort: to 
restore a gold basis for their currency. If at the same time 
cooperation is afforded for ihe purpose of assisting those countries 
which definitely desire to get back to a gold basis by facilitating 
the placing of their loans in the United States under suitable 
conditions, sufficient effort will have been made toward inter- 
national redistribution of our excess holdings of the metal. Do- 
mestically during this same period there is indicated a necessity 
for very careful study of the discount rate situation with a view 
to maintaining the control of prices and preventing inflation from 
occurring. Should such inflation be renewed upon a larger scale 
the process of returning our gold would become correspondingly 
more difficult, not to say in some circumstances impossible. 

To sum up, avoidance of domestic inflation by suitable use of 
the discount rate power and injection of gold into foreign markets 
wherever reasonable cooperation of governments and central banks 
desirous of restoring their currencies to a sound basis will permit, 


should be the controlling elements of the gold policy of the 
United States during the early future. 
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D.—EUROPE AND THE GOLD STANDARD * 


Every gold-standard country of Europe gave up the 
gold standard during the war; most of them can not 
return to it without very great sacrifice. In the case of 
such countries as France, Belgium, and Italy, this can be 
done by debasing the gold unit to a value approximately 
equivalent to the present paper unit, or to some multiple 
of the old paper unit. Any country desiring to obtain 
gold for monetary purposes can do so by paying the 
market price. The advantages to be gained by returning 
to a gold standard will prove to be well worth the cost 
in the case of most countries—[Ed. Note.] 


Most of Europe was on the gold standard when the Great War 
broke out in 1914. Every gold-standard country of Europe gave 
up the gold standard during the war, or shortly thereafter, and 
to-day, six years after the armistice, Sweden is the only European 
country that can be said to have its currency established upon a 
gold basis. Could the great majority of European countries — 
return soon to a gold basis if they wished to do so? The answer 
to this question, I believe, is yes. Not only could a majority of 
the European countries return to the gold basis inside of, say, five 
years, if they wished to, but it would be to their interest to do so. 

In a paper of 1,500 words it is obviously impossible to do more 
than touch a few of the high spots in the situation, and this I wil! 
attempt to do. 

Great Britain’s currency to-day (November 10, 1924) is only 
about 7 per cent below par. Prior to the war she had a needlessly 
large amount of gold coin in active circulation, while now she has 
practically none. There is no good reason why after she returns 
to a gold basis she should keep anything like so large a proportion 
of her hand to hand currency in the form of gold as she did prior 
to the war. Both convenience and economy dictate a larger 
proportion of bank-note circulation; and the permanent introduc- 
tion of ten-shilling, one-pound, and two-pound bank notes would 
go far toward enabling her to effect this change. The Bank of 
England’s supply of gold on October 15, 1924, was approximately 

* Article by Edwin Walter Kemmerer, Professor of Economics and 


Finance in Princeton University, in the Report of the Commission of Gold 
and Silver Inquiry, United States Senate, 1925. 
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£128,000,000 sterling, and that of October 15, 1913, was approx- 
imately £36,000,000 sterling. Here, without taking into account 
the twenty-seven millions of gold held in the special reserve 
against “Bradburies,” is an increase since 1913 of £92,000,000, 
or 255 per cent. Great Britain’s physical volume of business is 
probably not much if any larger now than it was in October, 1913. 
To maintain a price level approximately 50 per cent higher than 
that of the pre-war year—namely a price level representing the 
same percentage increase over the price level of 1913 as that of 
the United States to-day—should not require Great Britain to 
have more gold than she has now, if that gold were properly and 
efficiently used. 

The price Great Britain would be required to pay for a speedy 
return to the gold standard would not be great. It would be 
chiefly the pains of a small amount of deflation coming at a rather 
unfavorable time. The advantages she would gain in greater 
confidence both at home and abroad in her financial stability would 
be enormous. London’s pre-war position as the world’s central 
money market and Great Britain’s high position in the field of 
international trade and finance were gained in large part because 
of London’s strong position for generations as the greatest free- 
gold market of the world. Failure on the part of Great Britain 
to return to the gold standard promptly at a time when many 
other countries are returning—e.g., Sweden, Germany, Canada, 
and Colombia—would greatly jeopardize her chances of main- 
taining her position of leadership in the future. 

Germany’s currency has been relatively stable in its gold value 
now for about a year, namely, since the introduction of the 
rentenmark the latter part of 1923. The Dawes plan, which has 
now been adopted, provides means adequate for the return of 
Germany to the gold standard and for the maintenance of that 
standard in the future. If the recommendations of the Dawes 
committee are followed and wisely administered, Germany should 
be firmly established on the gold basis very soon. 

As regards France, Belgium, Italy, Austria, Bulgaria, Hun- 
gary, Rumania, Yugoslavia, and the other countries of Europe 
whose present paper-currency units are equivalent in value to 
only a minor fraction of their respective legal gold units, the only 
reasonable solution is a debasement of the gold unit to a value 
approximately equivalent to the present paper unit, or, as in the 
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case of Poland, to some multiple of the old paper unit, which 
would become the new gold unit. Any attempt to deflate these 
currencies so far as to bring the paper-money units back to par 
with the existing legal gold units would throw a wet blanket over 
industry and trade during the necessarily long period of deflation, 
would be grossly unjust in its incidence on private debtors, and on 
the great mass of public debtors, namely, the taxpayers who must 
pay the great war debt. 

Furthermore, any attempt to carry through such a deflationary 
program would amount to political suicide on the part of those 
undertaking it. Since the greater part of the debts in these 
countries, both public and private, are comparatively recent debts, 
floated at times when the currency was greatly depreciated, since 
prices and wages in most of these countries have become fairly 
well adjusted to existing paper-money values, and since prompt- 
ness in the return to the gold basis is in itself a great advantage, 
the wise course for most of these countries would seem to be a 
prompt revaluation of their monetary units on a basis which would 
recognize the existing price level as expressing the fair value of 

_ the new unit. 

France, for example, might revaluate on the basis of a gold 
franc equivalent to 5 or 6 cents United States gold. Re- 
coining her existing gold coin on this basis would multiply its 

nominal value in francs three to four fold. On October 16, 
1924, the circulation of the Bank of France was forty and six- 
tenths billions and the deposits, public and private, were one 
and eight-tenths billions, making a total note and deposit liability 
of forty-two and four-tenths billions of francs, against which the 
bank held gold in vault to the extent of about three and seven- 
tenths billions and credit abroad of about one and nine-tenths 
billions, which the bank shows as gold. If this gold were re- 
valuated on the basis of 5 cents United States gold to the 
franc, the three and seven-tenths billion francs in actual gold 
would become approximately fourteen billions of the new 
francs and would be a gold reserve of about 34 per cent. If 
the credit abroad were availed of in gold, the reserve would 
amount to about 50 per cent, an adequate reserve under reason- 
ably favorable conditions for the maintenance of the gold standard 
in France. With a policy of discouraging hand-to-hand circu- 
lation of gold coins, and, perhaps, for a time of redeeming 
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notes only in gold bars, and with a balanced budget, France 
‘could probably at once return to a gold basis and under wise 
fiscal and banking administration maintain herself upon that 
basis. The gold reserve of the Bank of France on October 16, 
1924, which we have just given as five and five-tenths billion 
francs, if that abroad is included, was 57 per cent larger than 
the gold reserves of October 16, 1913, namely, three and five- 
tenths billion francs. France doubtless has considerably less 
gold to-day than she had in 1913, because there is now no gold 
in active circulation, and she would need more gold to-day than 
she had then to carry on the same physical amount of business 
because of the higher world price level in gold; but she has 
to-day a respectable gold reserve in the Bank of France, and 
that is the place where the gold in France counts most, namely, 
where it is most efficient. 

Any country that exports goods abroad can have gold if it is 
willing to pay the market price for it, just as it can have wheat 
or cotton. It can likewise keep the gold it gets if it will pay 
the market price for it, just as it can have wheat or cotton. 
But if the country takes gold it can not at the same time take 
the equivalent in other goods. A country can likewise stop an 
outward movement of gold by adequately raising its discount 
rates, curtailing its imports, or stimulating its exports by under- 
bidding competitors in foreign markets. The United States has 
approximately four and one-half billion dollars of monetary gold. 
If Europe were back on the gold standard, we could probably 
get along well with two and one-half billion dollars without 
further deflation. 

There are no restrictions on the export of gold from the United 
States. Our gold market is free and we will gladly sell gold 
in large quantities to any country that wants to return to the 
gold standard strongly enough to make the sacrifice involved in 
paying the market price for it, either in goods or securities. If 
Europe has the will to return to the gold standard, it can do so 
within a short period of time. For many countries the sacrifice 
required would not be large if they would frankly face the neces- 
sity of devaluating their present legal gold monetary unit. To 
most countries the advantage of a prompt stabilization upon a 
gold basis would be worth the price. 
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QUESTIONS AND EXERCISES 


. Explain how money facilitates the process of exchange. 

. Why have the more precious metals, and especially gold, been selected 
as a money material? 

. What, today, is the chief function of gold in a monetary system? 

. Explain the manner in which cost of production and demand determine 
the value of gold. 

. Why is gold more stable in value than most other commodities? 

. How will the accumulation of large surplus gold reserves by the banks 
of a country affect business? , 

. Explain how a change from a depreciated paper standard to a gold 
standard will affect the business of a country. 

. By what methods did the Federal Reserve System economize in the 
use of gold reserves? 


CHAPTER II 


CURRENCY 


A—CURRENCY AND ITS FUNCTIONS * 


Gotp is standard money in the United States. All 
forms of money in circulation are at parity with gold 
because they are always freely convertible into it. Metal- 
lic and paper money circulate readily. The total amount 
of money in circulation at all times should be in propor- 
tion to the volume of exchanges. An elastic currency is 
almost a necessity in view of seasonal and cyclical varia-— 
tions in business. Before the Federal Reserve Act the 
currency was conspicuously inelastic. One purpose of 
the Act was to correct this evil. The Federal reserve 
note now provides elasticity—[Ed. Note.] 


Money has been defined as “anything that serves as a common 
medium of exchange in trade, as coin or notes.” The money in 
general circulation in the United States may be divided into two 
classes: real money, or money which has an intrinsic value equal 
to its face value, as gold coin; and representative money, or money 
which has no intrinsic value, but which is exchangeable for real 
money at the will of the holder, such as gold notes, silver certif- 
icates, or bank notes. Silver coin occupies a position between 
the two, that is to say it has an intrinsic value which is less than 
its face value, but is accepted at face value because it is receivable 
for certain public dues, because it has certain legal tender quali- 
ties, because the total amount in circulation is limited, and be- 
cause Congress had passed a law which requires that all forms of 

, money issued by the United States shall be maintained at a parity 
with gold. Nickel and copper coins also occupy a position be- 


* Note—In the following description of coins and notes in circulation free 
use has been made of a pamphlet issued by the Treasury Department as of 


July 1, 1915, entitled, Information Respecting United States Bonds, Paper 


Currency and Coin, etc. 
Federal Reserve Bank of Richmond, Letter No. 2, January, 1922. 
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tween real money and representative money, but much nearer to 
the latter class for the reason that there is a wider difference 
between the face value and the intrinsic value of such coins. They 
are “token money,” issued for the convenience of the people, and 
circulate at face value because they are issued by the Govern- 
ment, are legal tender in small amounts and because they can 
only be issued and circulated in a comparatively small volume. 

The history of the different kinds of money in circulation in 
the United States is exceedingly interesting, but lack of space will 
prevent our going very deeply into the matter in this article. 
Nevertheless, it will be well to refer briefly to the different kinds 
of coin and currency in use at the time the Federal Reserve Sys- 
tem was established and to inquire into some of. the defects of 
our currency system which were sought to be corrected by the 
passage of the Federal Reserve Act. 

Gold is, and always has been, the basis of the currency of the 
United States, and there has always been free coinage of gold. 
Silver, at a certain ratio to gold, was also made a part of the basis 
for a time, but experience demonstrated the impracticability of a . 
bimetallic currency, and now silver forms a part of our circulat- 
ing medium because the volume coined is regulated by law and 
because silver is receivable by the United States Government for 
certain taxes. Moreover, it is a principle of existing law that 

the Secretary of the Treasury shall maintain at a parity value all 
forms of money issued or coined by the United States. 

Gold has been coined in the following denominations: $1, $2.50, 
$3, $5, $10, and $20. A very few $50 gold pieces were issued 
under authority of an Act approved January 16, 1915, and a few 
gold coins in denominations of 25 cents and 50 cents were at one 
time in circulation. Coinage of $1 and $3 gold pieces was discon- 
tinued under authority of the Act of September 26, 1890, though 
a few $1 gold pieces were afterwards coined under Acts of June 
28, 1902, April 13, 1904, and January 16, 1915. The $3 and $1 
gold coins are now practically out of circulation. The fractional 
gold coins are mere curiosities. The Act of March 14, 1900, de- 
clares that the dollar, consisting of 25.8 grains of gold 0.900 fine, 
shall be the standard unit of value. Gold coins of all denomina- 
tions are legal tender and also, of course, lawful money. The 
volume available for circulation depends upon the amount of gold 
produced and presented to the mint for coinage or bought by the 
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United States Government for that purpose. The total amount — 


circulated is reducible by the loss of coins, the melting of coin for 
use in the arts, and the shipment of coin out of the United States. 
Gold coin in circulation is subject to abrasion, and as bullion may 
become of less than face value. 

Gold Certificates. The Act of March 3, 1863, authorized the 
Secretary of the Treasury to receive deposits of gold coin and 
bullion, in sums not less than $20, and to issue certificates therefor 
in denominations not less than $20. Under this Act deposits of 
gold were received and certificates issued until January 1, 1879, 
when the practice was discontinued by order of the Secretary of 
the Treasury. No certificates were issued after January 1, 1879, 
until the passage of the Bank Act, July 12, 1882. The Act of 
March 14, 1900, had further reference to gold certificates, as had 
the Act of March 4, 1907, while the Act of March 2, 1911, au- 
thorized the issue of certificates against the deposits of gold bullion 
or foreign coin. As will be seen, gold certificates are neither more 
nor less than warehouse receipts issued against gold in the Treas- 
ury of the United States. In every case such a certificate repre- 
sents the equivalent amount of gold coin or bullion held by the 
Treasurer of the United States against the certificate. Gold cer- 
tificates are receivable for all public dues, and when so received 
may be reissued. They are redeemable in gold coin by the Treas- 
urer and all Assistant Treasurers of the United States. They were 
and are lawful money, but, curiously, at the time the Federal 
Reserve Act was passed gold certificates were not legal tender. 
They were made legal tender, however, by an Act approved 
December 24, 1919. It is evident that the issue of gold certificates 
adds nothing to the circulating medium of the country. They 
merely replace actual gold. Being issued in denominations of $10, 
$20, $50, $100, $500, $1,000, $5,000, and $10,000 (some of the 
latter being in the form of certificates payable to order), they 
serve as a convenient means of holding and transferring sums of 
gold, the weight of which would be exceedingly inconvenient if 
coins were used in place of notes. The weight of $1,000 in United 
States gold coin is the equivalent of 3.68 pounds avoirdupois. 
Moreover, gold coin is subject to abrasion and consequent loss of 
weight by continual use, while a gold certificate is worth its face 
value, however soiled or mutilated. One-half of such a note is 
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redeemable at half its face value, more than half is redeemable at 
full value, while less than half is not redeemable. 

Silver Dollars. By the Act of April 2, 1792, which established 
the first monetary system of the United States, the silver dollar 
contained 371.25 grains of pure silver. A mint was established 
and the coinage of silver was free and unlimited. This Act un- 
dervalued gold, which was therefore hoarded and exported, and 
the Act of June 28, 1834, attempted to remedy the situation by 
slightly lowering the value of gold in coins. The Act of 1834 
made too much of a correction and undervalued silver, and an- 
other Act was passed on January 18, 1837, making another cor- 
rection. Various changes were made from time to time, until free 
coinage of silver was abolished. The Act of February 28, 1878, 
directed the coinage of silver dollars at the weight of 412% 
grains troy of standard silver and provided that such coins, with 
all standard silver dollars coined thereafter, should be legal tender 
at their nominal value for all debts and dues, public and private, 
except where otherwise expressly stipulated in the contract. The 
Secretary of the Treasury was authorized and directed to pur- 
chase silver bullion at the market value, not less than $2,000,000 
worth, nor more than $4,000,000 worth, per month, and cause the 
same to be coined monthly, as fast as purchased, into such dollars. 
The Act of July 14, 1890, provided that the Secretary of the 
Treasury should puzchase silver bullion to the aggregate amount 
of 4,500,000 ounces, or so much thereof as might be offered each 
month, at the market price, but not exceeding $1 for 371.25 
grains of pure silver, and to issue in payment thereof Treasury 
notes of the United States, such notes to be redeemable by the 
Government on demand in coin and to be legal tender in payment 
of all debts, public and private, except where otherwise expressly 
stipulated. The Act directed the Secretary of the Treasury to 
coin each month 2,000,000 ounces of the amount into standard 
silver dollars until July 1, 1891, and thereafter as much as might 
be necessary to provide for the redemption of the Treasury notes 
issued under the Act. The purchasing clause of the Act of 
July 14, 1890, was repealed November 1, 1893. The total amount 
of standard silver dollars coined from 1792 to 1873 was $8,031,- 
238, and the amount coined from 1878 to December 31, 1904, 
when the coinage was discontinued, was $570,272,610, Silver 
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dollars are legal tender, as has already. been stated, and are, of 
course, lawful money. 

From time to time various acts have authorized the coinage of 
subsidiary silver coins; the total amount coined to June 30, 1915, 
was $374,978,899.30, in denominations of 50 cents, 25 cents, 10 
cents, and 5 cents. Subsidiary silver coins (which contain slightly 
less silver per dollar than the silver dollar) are legal tender in 


amounts up to $10, though all fractional silver coins ‘can be 


counted as lawful money. 

As will be seen from the above, the volume of silver in circula- 
tion is not subject to seasonal expansion and contraction. The 
total volume is increased by additions to the coinage in circulation, 
which additions are regulated by law. Contraction is effected by 
loss of coins, melting of coins to obtain silver, and by the shipment 
of silver coins to foreign countries. 

Silver Certificates. The Act of February 28, 1878, author- 
izing the issue of standard silver dollars, provided for the issue 

‘of silver certificates in the denomination of $10. The Act of August 
4, 1886, authorized the issue of the smaller denominations of $1, 
$2, and $5. The Act of March 14, 1900, authorized the issue of 
$20, $50, and $100 certificates. Silver certificates have not been 
made legal tender, but, like gold certificates, they are receivable 
for all public dues, and when so received may be reissued. They 
are counted as lawful money and are redeemable in silver dollars 
only. As will be seen, the issue of silver certificates has added 
nothing to the expanding or contracting power of the currency, 
being nothing more nor less than warehouse receipts for silver 
dollars. This is a great convenience as will be readily appreciated 
when we remember the weight of $1,000 in standard silver dol- 
lars is 58.92 pounds avoirdupois. Silver certificates have prac- 
tically taken the place in circulation of the standard silver dollars 
which they represent. The amount in circulation on June 30, 1915 
(which was shortly after the Federal Reserve System began to 
operate), was $481,970,395, while the amount of standard silver 
dollars in circulation was estimated at a little less than $65,000,000. 

Treasury Notes of 1890. As has already been stated, the Act 
of July 14, 1890 (commonly called the Sherman Act), which pro- 
vided for the purchase of a certain amount of silver each month, 
provided also for the issue of Treasury notes to be issued in pay- 
ment for the silver so purchased. These notes are legal tender 
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for all debts, public or private, except where otherwise stipulated 
in the contract. They are redeemable in gold coin or standard 
silver dollars, at the option of the holder, by the Treasurer and 
Assistant Treasurers of the United States, and when received by 
the Treasurer they are canceled and replaced by silver certificates. 
It was provided in the Act that when these notes were redeemed 
or received for dues they might be reissued, but that no greater 
amount of such notes should be outstanding at any time than the 
cost of the silver bullion and the standard silver dollars coined 
therefrom held in the Treasury purchased by such notes. Treas- 
ury notes of 1890 can be counted as lawful money. As will be 
seen, Treasury notes were almost identical with silver certificates, 
except that the Treasury notes could be issued against the un- 
coined silver bullion, while silver certificates could only be issued 
against coined silver dollars. The issue of Treasury notes of 
1890 affected the volume of money in circulation to the extent 
that such notes could be issued upon the acquisition of the silver 
bullion intended for coinage without waiting for the actual coinage 
of the bullion. ; 

United States Notes, Commonly Known as “Greenbacks” 
or “Legal Tenders.” The Act of February 25, 1862, authorized 
the issue of $150,000,000 of such notes, of which $50,000,000 
were in lieu of an equal amount of demand notes and could be 
issued only when the demand notes were canceled. A second issue 
of $150,000,000 was authorized by the Act of July 11, 1862, of 
which $50,000,000 were to be a temporary issue for the redemp- 
tion of the debt known as the temporary loan. A third issue of 
$150,000,000 was authorized by the Act of March 3, 1863. The 
total amount authorized, including the temporary issue, was $450,- 
000,000, and the highest amount outstanding at any time was 
$449,338,902, on January 30, 1864. These notes were so-called 
“fiat money.” The amount was further reduced to $346,681,016, 
which is the amount now outstanding. These notes are protected 
by a reserve fund of approximately $150,000,000 of gold coin and 
bullion, in accordance with the Act of March 14, 1900. These 
notes were issued in the denominations of $1, $2, $5, $10, $20, 
$50, $100, $500, $1,000. These notes are accepted in payment of 
customs dues; they are redeemable in United States gold coin in 
any amount by the Treasurer and the Assistant Treasurers of the 
- United States, and when received are reissued; they are legal 
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tender and consequently may be counted as lawful money. As 
will be seen from the above, the volume is practically fixed and 
not subject to expansion and contraction, except to the extent 


that they are received and put out in the operations of the Treasury — 


Department. 
Up to this point the various forms of coin and currency con- 


sidered, while forming a very large part of the circulating medium _ 


of the United States, are manifestly incapable of seasonal expan- 
sion and contraction except within restricted limits, and the causes 
of expansion and contraction are independent of seasons or com- 
mercial conditions. We will now consider the only other form of 
money which was in circulation in the United States prior to the 
establishment of the Federal reserve banks and which was sup- 
posed to be capable of expanding and contracting in accordance 
with seasonal requirements and the usages of the trade. 

An Act was passed in February, 1863, authorizing the circula- 
tion of notes by national banking associations. This Act was 
found to be defective and was superseded by the Act of June 3, 
1864, which established our present. National Banking System. 
This Act is embodied in the Revised Statutes of the United States 
by the Act of June 20, 1874, and is designated as the National 
Bank Act. The Act originally provided for the establishment of 
national banks with a capital of not less than $100,000, nor less 
than $200,000 in cities with population of 50,000, except that in 
places with population not exceeding 6,000 banks might be organ- 
ized with capital of not less than $50,000. By an amendment on 
March 14, 1900, national banks with capital not less than $25,000 
could be established in places with population not in excess 
of 3,000. 

Every national bank was required upon its organization to pur- 
chase and deposit with the Treasurer of the United States regis- 
tered, interest-bearing bonds to an amount not less than $30,000 
nor less than one-third of its paid-in capital stock. 

The bank, however, was allowed to purchase and deposit such 
bonds up to the full amount of its paid-in capital but not more. 
Upon the deposit of such bonds, the national bank was entitled to 
receive national bank notes, issued in its own name and to be cir- 
~ culated by it, up to the market value of the bonds, but not exceed- 
ing 90 per cent of the par value. The bank, however, was re- 
quired to deposit with the Treasurer of the United States in gold 
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or lawful money an amount equal to 5 per cent of its outstanding 
circulation, to be used by the Treasurer for the redemption of all 
notes of that bank presented to the Treasurer for redemption. By 
' a subsequent Act, a national bank with a capital of $150,000 or 
less was not required to deposit or keep with the Treasurer of the 
United States bonds in excess of one-fourth of its capital stock, 
and by the Act of June 20, 1874, a limit of $50,000 was fixed as a 
maximum requirement. 

By the Act of March 14, 1900, banks were allowed to increase 
their circulation up to the par value of the bonds deposited. When 
_ the Federal Reserve Act was passed, December 23, 1913, the pro- 
visions of existing acts requiring the national banks to purchase 
bonds bearing circulation privileges were repealed, so that, while 
national banks have the privilege of purchasing United States bonds 
and issuing circulation, each up to the amount of its capital stock, 
they are not required to purchase and deposit such bonds. 

In addition to the purchase and deposit of bonds securing cir- 
culation and the deposit of 5 per cent of the outstanding circula- 
tion as a redemption fund, national banks are required to pay a 
semi-annual tax on the average outstanding circulation. The 
semi-annual tax on circulation secured by 2 per cent bonds is 
one-fourth of one per cent, while the tax upon circulation secured 
by bonds at a rate higher than 2 per cent is one-half of one per — 
cent. National banks desiring to retire their circulation may do 
so by depositing gold or lawful money in the Treasury of the 
United States in any amount up to the total amount of circulation 
outstanding and upon doing so may withdraw bonds and the bal- 
ance that may remain in the 5 per cent redemption fund. This 
privilege was, of course, subject in each case to the minimum re- 
quirement of the law. Under the Act of 1882, however, the total 
amount of circulation that might be retired in any one month was 
fixed at $3,000,000. This amount was increased by the Act of 
March 4, 1907, to $9,000,000 in any one month. This regulation 
was modified to some extent by the Federal Reserve Act, as will 
be seen when we consider the effect of the Federal Reserve Act 
upon the circulating medium of the country. 

The total volume of national bank notes in circulation was sup- 
posed to be capable of expansion and contraction according to 
seasonal requirements and the demands of trade. While it un- 
doubtedly had a greater capacity to expand and contract than the 
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other forms of money which we have already considered, its 
power of expansion and contraction was in reality quite limited. 
Before a newly organized national bank could issue its circulation, 


or before an existing bank (which had not already used its maxi- ' 


mum circulation) could increase its circulation, United States 
bonds bearing the circulation privilege had to be bought in the 
open market, deposited with the Treasurer of the United States, 


and registered in the name of the bank. Then, in the case of a — 


new bank, plates had to be engraved and the desired notes printed. 
In the case of a bank already in existence, notes had to be printed 
to cover the additional circulation unless the reserve supply kept 
on hand by the Comptroller of the Currency happened to be large 
enough to supply the increased demand. All of this involved 
delay, so that it was manifestly impossible to effect any material 
' increase on a short notice to meet an emergency. In any event 
the total amount of national bank notes which could be issued 
was determined by the total amount of United States bonds bear- 
ing the circulation privilege which were available. 

Moreover, when the increased circulation was used and the 
emergency passed, national bank notes no longer needed for cir- 
culation purposes were returned for redemption. If charged to 
the redemption fund of the issuing bank, they were promptly re- 
turned to the bank, which was required to replenish its redemption 
fund. If retired by the deposit of gold or lawful money with the 
Treasurer of the United States for that purpose (and the amount 
which could be so retired was limited by law), the underlying 
bonds were released and ‘the national bank which had issued the 
currency had to hold the bonds or sell them at the market price. 
In any event the profit on the circulation of national bank notes 
was limited. Funds were first invested in 2 per cent securities, 
5 per cent of the amount in circulation was deposited with- 
out interest with the Treasurer of the United States, and 
the circulation itself when received by the bank was loaned out, 
provided it would stay out. As a consequence of these conditions, 
many national banks issued only a minimum amount of circula- 
tion and in other cases in which larger percentages of authorized 
circulation were issued many devices were resorted to in an effort 
to postpone as long as possible the return of national bank notes 
for redemption. It was a very common practice for a bank in 
one part of the country to ship its new currency, as it was re- 
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ceived, to its most distant correspondent, so that the notes could 
be put out in a distant part of the country and the greatest pos- 
sible time would elapse before their return and presentation for 
redemption. 

Under normal conditions the amount of circulation required in 
the country varied between rather wide limits. (The reasons for 
this variation will be referred to a little later.) Consequently, 
there were times when the supply of money, including national 
bank notes, was insufficient, while there were other seasons during 
which the supply was redundant and many banks found them- 
selves with their own notes on hand and with little or no demand 
for them. This, of course, involved a loss of interest for the 
time being. 
These facts were widely recognized and even before the passage 
of the Federal Reserve Act an attempt was made to at least par- 
tially meet the situation. The panic of 1907 demonstrated the 
necessity for some arrangement by which the volume of national 
bank notes in circulation could be increased to meet an emergency. 
On May 30, 1908, an Act known as the Aldrich-Vreeland Act was. 
passed which provided for the issue of additional national bank 
notes by two methods: first, the direct issue by the national bank 
upon application to the Comptroller of the Currency and the de- 
posit as security with the Treasurer of the United States of bonds 
or other interest-bearing obligations of any state or any legally 
authorized bonds issued by any city, town, or county of the United 
States acceptable to the Secretary of the Treasury; second, issue 
by a national bank upon application to the Comptroller of the 
Currency through a National Currency Association and the 
deposit as security with the association of any securities of 
domestic origin, including commercial paper held by the bank, 
acceptable to the Secretary of the Treasury. Additional circula- 
tion in the second way might only be obtainable by membership 
in a National Currency Association, to be formed in accordance 
with the terms of the Act. The Act, of course, contained a 
number of necessary regulations. 

The total amount of currency issued under this authority by all 
national banks could not exceed $500,000,000, and no bank was 
allowed to issue circulation, including its bond secured circu- 
lation, in excess of its combined capital and surplus. State, 
municipal, and county bonds were acceptable at 90 per cent 
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of value and other securities, including commercial paper, at not 
more than 75 per cent of their cash value. The new circulation 
was to be taxed at the rate of 5 per cent per annum for the first 
month, which tax increased at the rate of 1 per cent per annum 
each month until a maximum of 10 per cent was reached. It was 
manifest that this was intended as an emergency measure and 
that the currency issued under this Act was to be retired as soon 
as its usefulness had passed. Such additional circulation could be 
retired at any time by depositing lawful money or national bank 
notes with the Treasurer of the United States, when the secur- 
ities deposited with the Treasurer of the United States or the 
Currency Association could be withdrawn. — 

As a matter of fact, the original Act was practically a dead 
letter, as no currency was issued under its authority. It would 
have expired by limitation on June 30, 1914, but Section 27 of the 
Federal Reserve Act, which was passed December 23, 1913, ex- 
tended the time to June 30, 1915, and at the same time the rate 
of taxation on additional currency was reduced to 3 per cent per 
annum for the first three months, increasing thereafter monthly 
at the rate of one-half of one per cent per annum until a maxi- 
mum of 6 per cent was reached. Among additional provisions of 
the Act it was provided that banks, with the approval of the Secre- 
tary of the Treasury, might issue circulation to the extent of 125 
per cent of unimpaired capital and surplus. 

The fact that additional circulation was taken out under this 
amended Act, with its high tax provision, is evidence of the in- 
sistent demand for a substantial addition to the circulating me- 
dium of the country. Moreover, the Fedetal Reserve Act was 
passed and the Federal Reserve banks were in process of organi- 
zation. In the Federal Reserve Act itself there were provisions 
which could be made use of in the process of retiring the new 
circulation before the tax reached the point at which it would be 
too much of a burden. In other words, the national banks were 
encouraged to provide at least to some extent additional cir- 
culation to meet the demand, because they were confident that 
the Federal Reserve System would enable them to retire the 
circulation. 

The extended Act expired by limitation on June 30, 1915, prior 
to which time deposits in full had been made by all banks which 
had taken out additional circulation, thereby relieving their lia- 
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bility therefor, except one insolvent bank which had $200,000 
additional circulation outstanding. 

Forty-five national currency associations were formed in vari- 
ous parts of the United States, with a membership ranging from 
a minimum of 10 to a maximum of 289 and a total of 2,197 na- 
tional banks having a combined capital and surplus of approxi- 
mately $1,200,000,000. The total additional circulation issued to 
these banks was $381,592,145. Under section 3 of the Aldrich- 
Vreeland Act additional circulation was issued direct to eight na- 
tional banks amounting to a little less than one million dollars. 

National bank notes are not legal tender and cannot be counted 
as lawful money. They are receivable, however, for all public 
dues except duties on imports and may be paid out by the Gov- 
ernment for all purposes except interest on the public debt and 
for the redemption of national bank notes. They are redeemable 
in lawful money by the Treasurer, but not by the Assistant Treas- 
urers, and they are also redeemable at the bank of issue. 

Having considered the origin, character, and functions of the 
various forms of money in circulation prior to the establishment 
of the Federal Reserve System, we are now in a position to con- 
sider some of the defects of the old system and some of the ways 
in which trouble arose from time to time because of its defects. 
At various periods in the early history of our monetary system, 
notably before and during the war between the states, no little 
disturbance was caused by the fact that paper money could not 
be readily converted into gold, but during recent years this condi- 
tion has been. practically non-existent and all forms of money, 
whether legal tender or not, have circulated freely on a parity 
with gold. 

Up to this point we have considered money as the only medium 
of exchange. As a matter of fact, another medium of exchange 
has been in common use in the United States for many years, and 
its use has increased in volume from year to year. It has been 
estimated that during recent years from 90 per cent to 95 per cent 
of all settlements have been made by checks drawn upon banks. 

If every person in the United States kept a bank account, and 
if every person buying goods or paying debts could make pay- 
ment by means of a check against his bank account in every case, 
no currency either in the form of gold, silver, or notes. would be 
necessary as a medium of exchange, and money would become 
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merely a measure of value. This, however, is practically an im- 

possible situation. As a matter of practice, many bank accounts 
are maintained and many payments are made by check without 
involving the handling of coin or notes. On the other hand, there 
are many transactions between people in which payment of money 
in the form of coin or notes will always be necessary, sometimes 
because the transactions are numerous and small in amount and 
sometimes because parties are not in the habit of dealing with each 
other and of using checks in payment. As a general rule wages 
are paid in money rather than by check. Persons having pur- 
chases to make from day to day in provision markets and in stores 
generally are in the habit of using actual money except in those 
cases in which charge accounts are maintained and monthly or 
weekly payments on these accounts are sometimes made in money 
and sometimes by check. Until recent years travelers used money 
almost exclusively, and though travelers’ checks, payable in all 
parts of the country, are coming into extensive use, much cash is 
being used at all times by travelers. In other words, a very large 
volume of actual money (coin and notes) was necessary and is 
still necessary for the conduct of daily business even in normal 
times and under usual conditions. 

Strictly speaking, currency includes all money that is current, 
but in common parlance among bankers currency is used to desig- 
nate paper money in contradistinction to gold and silver. 

As was stated in our first letter, prior to the passage of the 
Federal Reserve Act—national banks were required to maintain 
reserves in various percentages of their deposits and a considerable 
portion of these reserves had to be in the form of lawful money 
in the vaults of the banks. Country banks, with reserves of 15 per 
cent against all deposits, had to have two-fifths on hand in lawful 
money ; reserve city banks, with required reserves of 25 per cent 
against all deposits, had to have one-half on hand in lawful 
money ; and central reserve city banks, with required reserves of 
25 per cent.against all deposits, had to maintain the full reserves 
in lawful money in their own vaults. In the case of the reserve 
city banks and the country banks, the other three-fifths and one- 
half, respectively, of required reserves had to be also in lawful 
money in their own vaults, unless they consisted of balances with 
approved reserve agents. 


Gold and silver coins, gold certificates and silver certificates, 
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Treasury notes of 1890, and greenbacks were classed as lawful 
money. Thus, out of the entire stock of such money in circula- 
tion at any one time, a very considerabe portion had to be set aside 
and held as legally required reserves by the national banks of the 
country. In many, if not in all, states cash reserves were required 
of state banks, and while national bank notes could be used as re- 
serves by state banks in some of the states, no inconsiderable 
amount of lawful money was actually impounded by state banks 
as a part at least of their required reserves. The remainder of the 
coin and currency (including national bank notes) was left as a 
common circulating medium and used by the public at large for 
the purpose of meeting requirements. 

During the period we are now considering (say the last twenty 
years before the passage of the Federal Reserve Act), this vol- 
ume was amply sufficient at times but very insufficient at other 
times. During the period in which wages were relatively high, a 
larger volume of currency and coin was needed for wage pay- 
ments. With material advances in prices, particularly of food, — 
clothing, etc., which are usually bought on a large scale for cash, 
a larger volume of currency and coin was needed. Regularly 
each year, at the time known as the crop moving season, heavy de- 
mands were made upon the banks for currency and coin, largely 
because of the number and volume of transactions between people 
who were not in the habit of dealing with each other regularly. 
For many years prior to 1914, even when no unusual conditions 
existed, banks in the agricultural sections were frequently se- 
verely taxed to procure a sufficient volume of currency for local 
requirements. As a rule, when the crop had been moved, cur- 
rency flowed back to the banks, its temporary function having been 
fulfilled. . 

When considering the question of reserves we saw that when- 
ever financial troubles were anticipated by banks, all banks, and 
particularly the cautious and well managed banks, hastened to 
strengthen their reserve positions and in some cases reserves far 
beyond those required by law were accumulated. These reserves 
were accumulated in the shape of coin and currency, and all such 
accumulations took just so much currency and coin out of the 
usual channels of trade. 

So-called currency famines were not unusual and a currency 
famine in face of conditions that had already excited apprehen- 
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sion among depositors was peculiarly dangerous. Considering 
all banks, state and national, in the United States, an exceedingly 
large percentage of all deposits are payable on demand. Even in 
those cases in which banks have reserved the right to require 
thirty or more days’ notice of intention to withdraw, few banks 
having both demand and “savings” deposits dared to require the 
specified time on savings deposits, for fear of exciting apprehen- 
sion among those depositors whose balances are payable on de- 
mand. 

The American public has been remarkable for two things on 
many occasions and in many cases: first, for supreme and ap- 
parently unshakable confidence in banks up to a certain point; 
and, second, after that point was reached, for practically no confi- 
dence at all. A story is told which well illustrates this truth. 
During a “run” on a savings bank in a small town an Irish laborer 
presented his bank book, showing a balance of $500, and asking 
that the amount be paid. The teller counted out $500 in gold coin 
and handed it to him through the window. With an expression 
of great surprise in his face, Pat asked, “Can yez pay it thin ?”— 
to which the teller promptly responded, “Of course.” ‘Well,’ 
said Pat, pushing the money back through the window, “if yez can 
pay it, I don’t want it.” In very many cases depositors were will- 
ing to leave their money with their banks (whether state or na- 
tional) as long as they felt the banks would certainly pay upon 
demand, but wherever there was apprehension that any certain 
bank or banks could not pay on demand or would have difficulty 
in paying, there was a mad rush to get the money first and listen 
to explanations afterwards. 

For these causes more than one panic has been precipitated by 
baseless rumors at a time when, owing to perfectly natural condi- 
tions, currency was exceedingly scarce and very difficult to ob- 
tain, even though the bank might have unquestioned credit. The 
broad reason for this condition was that we did not have a cur- 
rency system which could be rapidly expanded to meet seasonal 
requirements and which would contract automatically when the 
requirements had been met and the occasion for the expanded 
condition had passed. 


It is a notable fact that during the entire period of the war, 


when this country passed through crisis after crisis, in many cases - 


far greater than any that had been previously experienced, de- 
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positors in banks generally refrained from withdrawing their 
funds, and instances of unwarranted runs on banks were con- 
spicuous by their absence during the entire time. One reason for 
this undoubtedly was that the public felt that the Federal Reserve 
‘System was behind the banks of the country and the public had 
confidence in the System, though it was new and comparatively 
untried. Another reason, however, and one which was unques- 
tionably a large factor in the situation, was the fact that under 
the new currency system any bank with credit could obtain any 
reasonable amount of currency without delay. The system under 
which this prompt and abundant supply of currency was made 
possible will be considered when we discuss the subject of Federal 
reserve note issues. 


B.—THE UNITED STATES AND EUROPEAN 
CURRENCIES * 


Unsettled currency conditions have been a major 
handicap to the economic recovery of European nations 
since the war. Since fluctuating currencies disrupt the 
machinery necessary for a ready exchange of commodi- 
ties among nations, the monetary reconstruction of 
Europe is a matter of particular significance to all 
nations at the present time. A rapid return to the gold 
standard will greatly reduce the problems of reconstruc- 
tion and hasten the reestablishment of normal economic 
and financial conditions throughout the world. Sooner 
or later this will require a redistribution of the gold 
supply of the United States—[Ed. Note.] 


United States Interest in Currency Problem. The relation 
of the United States to the European currency problem is inti- 
mate, owing to inescapable economic and financial circumstances ; 
furthermore, the United States is concerned with the question of 
European currency reforms from the standpoint of self-interest. 
The United States also has a desire to help in European recovery, 
and has certain responsibilities in the matter because of being well 
supplied with gold and-with financial and other resources which 
can be of assistance to Europe. As the leading gold-standard 


* From the Report of the Commission of Gold and Silver Inquiry of the 
United States Senate, 1925. 
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country, the United States is interested in seeing a restoration of 
the gold standard as such for the protection of its own currency 
and financial system. The large and growing trade between Eu- 
rope and the United States is of mutual. benefit, and whatever 
factors, such as stable currencies, contribute to facilitate inter- 
course and remove some of the existing difficulties is advanta- 
" geous to all parties. Thus the currency problem is an international 
one, and its solution affects not only European countries but the 
United States as well. 

One of the outstanding interests of the United States in Europe 
namely, the avoidance of another war in which the United States 
might have to participate, would be furthered by the more settled 
conditions which would result from conservative currency and 
financial policies. The unrest and generally disturbed conditions 
accompanying the extensive injustice and loss caused by currency 
disorders are a menace to political stability. The introduction of 
sound currency systems in Europe will contribute—in fact, is 
already contributing— to more healthy political conditions in these 
countries. 

The interest of the United States in the European currency 
question, as already mentioned, is a combination of a desire to 
assist and fulfill the country’s obligation as a possessor of gold 
and financial and other resources, and at the same time of a desire 
to protect and further the special interests of this country. Rec- 
ognition of this latter point should not be avoided, namely, that 
the United States desires the financial and economic recovery of 
Europe partly because of consequent advantages to this country, 
or the removal of disadvantages. In addition to the advantages 
to this country resulting from a recovery of trade and industry 
in Europe and from the greater political stability there, reducing 
the danger of war and other’ disturbances, are advantages which 
have to do especially with the gold standard as such. 

The United States desires a return to the gold basis, not only 
because it is a necessary step in European rehabilitation, but also 
because failure to return to gold would involve serious conse- 
quences to the United States. The currency and financial system 
of the United States rests upon gold. Should European coun- 
tries abandon permanently the gold standard, the present value 
of gold would probably fall considerably, and the United States 
would experience a great rise in prices with all the accompanying 
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evils, evils much greater than are generally realized. The gold 
standard with only one or two countries employing it is not the 
same standard as when most of the world employs it. If the 
United States were practically the only country to have the gold 
standard, not only would foreign exchange rates be unstable, but 
the price level in the United States could be kept stable only 
with great difficulty, due to the reduced demand for gold and less 
ability on the part of gold currency systems to absorb value 
changes in the metal. . 

The monetary loss would also be great, but would not be as 
serious as the effect upon the country’s price structure and thus 
upon the whole economy. The United States owns a large 
amount of gold and has owing it many gold obligations. If Euro- 
pean countries should not return to gold, the fall in the value of 
gold would cause considerable financial loss to the United States 
as an important holder of gold. This country, however, would 
not be the sole loser since the rest of the world, including the 
European countries, also own much gold. The gold debt of 
Europe to the United States would be reduced in value by a fall 
in the purchasing power of gold. The principal disadvantage of 
demonetization of gold, however, would not be the monetary loss, 
but the effect upon the country’s currency and financial system, 
which is the center about which trade, industry, and the entire 
economic life of the nation revolve. 

However, the possibility that European countries will abandon 
the gold standard is extremely remote, since no better and at the 
same time safer standard has yet been devised. Delay in return- 
ing to the gold standard has not been due to want of desire, but 
to the fact that other things have occupied the attention of Eu- 
rope, and to the belief, right or wrong, that the gold standard, 
could not be attained until conditions became more settled. The 
United States believes that the gold standard offers advantages - 
not only to itself, but to other countries as well, and that the 
interests of the European countries lie in the direction of a restora- 
tion of the gold standard. The European countries practically 
all concur in this view so that currency reform does not involve 
fundamental conflict of ideas or of interests. 

One of the most serious handicaps to the recovery of European 
production has been unsettled currency conditions. ‘A currency 
of doubtful value disrupts the business and economic system so 
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that production can not prosper. The seeming stimulus to pro- 
duction from a depreciating currency has been found to be a 
delusion. The disorganization and inefficiency, aside from the 
grave injustice and other evils, make any temporary gains to cer- 
tain producers and speculators of slight consequence. Production 
can not prosper without healthy financial and economic conditions, 
conditions which have their foundations in sound currency 
systems. 

When European trade and industry are disturbed, American 
trade and industry are also affected. Foreign markets for Amer- 
ican goods are interfered with, American factories supplying 
goods for export are depressed. Prices of goods exported, agri- 
cultural as well as industrial, tend to decline. A restoration of the 
productive capacity of Europe will enable Europe to purchase 
more American products and to pay its debts to the United States. 
The more Europe can send to the United States, the more Eu- 
rope (or other parts of the world) can buy from the United 
States. In this way restoration of normal production in Europe 
will be beneficial to the United States. 

Trade itself as distinct from production is greatly handicapped 
by fluctuating currencies and exchange rates. Domestic trade as 
well as international trade becomes speculative whenever the value 
of the unit changes rapidly. Several countries, when deprecia- 
tion has been great, have used American dollars extensively for 
internal purposes. In international trade an exporter who re- 
ceives payment with a draft drawn in a foreign currency does 
not know what his sales will bring him until he converts the 
draft into domestic currency. When exchange rates fluctuate 
erratically a prospective profit may easily become a loss. Ex- 
porters and importers in the United States and elsewhere are 
laboring under a considerable burden as long as exchange fluctua- 
tions continue. This extra risk discourages or complicates trans- 
actions and since it must be rewarded if it is to be assumed, be- 
comes an element in the cost of production. Trade is productive 
and increasing international trade indicates among other things 
increasing efficiency in the utilization of the special resources of 
the various countries. The reintroduction of the gold standard 
and the resulting stability in exchange rates will remove one of 
the serious difficulties in. foreign trade and will be of benefit to 
intercourse between the United States and Europe. 
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Redistribution of Gold. The United States now holds more 
than half the amount of monetary gold of the entire world.* An 
important part of this accretion came to the United States during 
the period prior to the entrance of the United States into the war, 
and was sent over by belligerent countries to help pay for pur- 
chases in this country. During 1919 and part of 1920 there was 
a considerable exodus of gold from the United States, but since 
the fall of 1920 large amounts have been imported. The greater 
part of the gold has come from new production, but an important 
part has come from stocks of European countries. 

Accurate comparisons between the amount of gold held by the 
various countries at present and in 1914 are impossible since be- 


GOLD RESERVES OF CENTRAL BANKS OF EvRoPE, 1913 AND 1924 
(000 omitted) 


Dec. 31, Dec., Dec. 31, Dec., 

1913 1924 1913 1924 
Austria-Hungary...... S25D F420 ee Tere. -. italyster, oo) eae $ 288,103 | $ 221,000 
LEER OT iene Pha, ath OSE a Oe ee $ 1,550 || Netherlands..... 60, 898 202,854 
Pettit atyy sees crt ales hs cos 1,927 Wl Spaluls.. ci: ects es 92,490 489 , 292 
Poland Vrs serene falls vSeetac as 19,874 |) Denmark?,..... 19, 666 56,148 
Czechoslovakia!..../.... me Fae DS USUL, Il INOEWAYs <6 «t..pt 12,846 39,457 
PEDIATR ee ow cranes Stems 59,131 S20 i OWEUEM, a5 ace se Sheet) 63,518 
Bramaes seater. .e\ae.s:3 678,856 | 710,394 || Switzerland...... 32,801 97,588 
Gers amis sel svezsneciersieie 278,687 | 131,494 || United States4...] 1,069,766 3,236,000 

Great Britain?........ 170,245 | 757,033 


1 Includes a small amount of silver. 

21924 figures include gold in currency notes account. 

3 Three banks of issue and government. 

4 Gold reserves of Treasury and all banks. Figures include gold certificates held by banks. 
and exclude gold held in trust against certificates outside of the Treasury. The 1924 figures 
are end of year figures for Federal Reserve Banks and the Treasury, and June 30 for other 
banks. 


* The United States on January 1, 1925, had $4,547,407,000 in monetary 
gold, which is $2,623,046,000 more than at the first of 1914. Net importa- 
tions of gold from the first of 1914 to the first of 1925 amounted to 
$2,240,000,000. In addition to this, the domestic gold production in the 
United States amounted to about $750,000,000 during this eleven-year period. 
However, this latter amount is not all to be added to the above figures for 
importations, since only a portion of domestic production (a little less than 
one-half) went to monetary purposes. The gold production in the world 
during this same period amounted to a little over $4,000,000,000. Thus, the 
increase in the total monetary gold in the United States is equal to between 
one-half and two-thirds of the total gold production of the world during 
this period. Monetary uses for gold in the entire world normally receive 


about this percentage of the new production. 
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fore the war much of the gold was in actual circulation, while 
at the present time none is in circulation. It is known, however, 
that a certain amount of gold is hoarded. Just how much gold or 
the amount of gold credits which Europe needs to return to a 
gold basis can not be accurately determined. The preceding 
figures show the amount of gold held by central banks at the 
end of 1913 and at the present time. 

The preceding figures indicate that Europe is not in as bad a posi- 
tion with reference to gold as is sometimes supposed, and that 
most of the countries already have a substantial gold reserve to 
serve as a basis for the restoration of the gold standard. Never- 
theless, it is to be remembered that these reserves constitute most 
of the gold in the countries, and that when redemption in gold 
is restored people may draw from the banks a large amount of 
the metal. Furthermore, gold is depreciated about 35 per cent 
compared to 1913, which means that more gold probably will 
be necessary unless falling prices are to eventuate. 

When the gold standard is reintroduced, European countries 


will doubtless economize gold and get along with as little as possi- 


ble, since the countries need many things in addition to gold. 
The redemption of paper money in gold and the circulation of 
the metal will probably be discouraged as far as possible. Also, 
general production in Europe at present is not as great as it 
doubtless will be in a few years, when conditions become more 
normal, which means that in the immediate future the demands 
for currency and the legitimate demands for bank credit will not 
be as great as later. Thus Europe in the immediate future will 
probably not take as great a share of the world’s gold as later 
on, so that the United States may continue to hold an abnormally 
large proportion of the world’s gold for some time to come. 
The redistribution of the United States gold will depend 
further on the extent to which countries follow the policy of 
keeping their reserves in the form of deposits in New York and 
other money centers. This practice which has developed in re- 
cent years offers certain advantages to the foreign banks making 
such deposits, and the indications are that it may continue. The 
system is a form of the gold exchange standard and puts an 


additional burden on the gold in the United States.* Thus, much — 


* Tf the practice exists in London when Great Britain returns to the gold 
standard, it will also put a greater burden on British gold reserves. 
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of the gold which appears to be lying idle in the United States — 


is supporting a peculiar kind of deposits, deposits which may be 
drawn away in gold at any time without much warning. If 
this practice continues it should be made the subject of special 
study so as to protect currency systems. 

Much of the increased gold in the United States is necessary 
to support the enlarged credit structure of this country. The 


total deposits and other demand liabilities of United States banks © 


have increased during the last few years, as shown in the table 
above. The amount of gold reserve in the United States against 
all demand liabilities including notes is now about 15 per cent. 

It is noteworthy that gold exportations from the United States 
have recently shown a tendency to increase. This has been due to 
general improvement in Europe and to capital movements—over 
$1,000,000,000 were loaned by the United States to Europe in 
1924, mostly in the latter part of the year—which tend to reduce 
the value of the dollar in Europe. Capital exported from Europe 
is now returning and American currency circulating there is 
being shipped home. The rise above par of the currencies of 
Sweden, Switzerland, and Holland, and the replenishment of gold 
reserves of Germany and Russia have been factors in the exporta- 
tion of gold from the United States. India and the Orient have 
also been receiving gold. 

If European countries return to the simple gold standard, in- 
cluding the free importation and exportation of gold, the redistri- 
bution of the world’s gold will take place automatically. Gold 
flows to the market where it purchases most, and if European 
countries are completely on the gold standard so that gold is 
allowed to circulate freely as demanded, gold will distribute itself 
among the different nations so that its purchasing power will tend 
to be the same everywhere. If European countries have a rela- 
tive shortage of gold so that the value of the metal tends to rise 
there, gold from the United States will be exported to take ad- 
vantage of its greater purchasing power abroad. United States 
paper currency was exported from the United States in large 
amounts until the first part of 1924, since a demand for this 
money existed abroad and its exportation was profitable. Simi- 
larly, if European banks or people demand gold, and are allowed 


to possess it and use it as they see fit, exportation of gold from - 


the United States will take place to meet the needs abroad. This 
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exportation will take place fundamentally through adjustments 
of price levels, regardless of the balance of trade. 

A factor which exerts an influence on gold movements is the 
rate of interest prevailing in the different countries. High rates 
of interest tend to attract capital from fields where remuneration 
is less. At the same time, however, risks involved may tend to 
discourage investment of capital no matter how bountifully it 
would be rewarded. This has been the situation in many Euro- 
pean countries. New equipment, improvements, and various 
other things are needed urgently there, so that the returns on 
capital, in terms of labor saved or goods produced, are great. 
These factors increase the demand for immediate funds, and 
thus many European countries are willing to pay high rates of 
interest. However, since depreciating currencies and other dis- 
turbed conditions have made the investment of capital hazardous, 
exceedingly high interest rates have not been sufficient to attract 
the capital desired. 

Conditions are now becoming more settled and currency stability 
is increasing. As conditions improve, fertile opportunities for 
utilization of capital and consequent relatively high rates of inter- 
est will tend to draw funds from the United States to Europe, in 
fact have already done so on a large scale. Prior to the war 
the relatively undeveloped resources of the American continent 
compared to those of Europe had yielded good returns on invest- 
ment, and for a long period of years, higher interest rates in 
the United States had attracted funds from Europe. During 
and after the war, as a result of purchases in the United States, 
the net indebtedness of the United States to Europe was wiped 
out and instead Europe became indebted to the United States. 
The resources of the United States are becoming more and more 
developed and the demand for capital in Europe is great so that 
interest rates in Europe are now above those in America. Thus 
capital will doubtless continue to flow from the United States 
to Europe, at least in the immediate future. Furthermore, some 
of the capital which was exported to the United States to escape 
disturbed conditions abroad will return as conditions become more 
normal. The movement of capital influences exchange rates, and 
since the movement is from the United States to Europe, tends 
to raise the value of foreign currencies in the United States and 
thus favors the exportation of gold from the United States. 
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The strong demand for capital should not be permitted to cause 
excessive inflation of bank credit throughout the world, but the 
needs should be supplied out of funds saved so that expansion 
of purchasing power greater than warranted by general produc- 
tion does not take place. Such expansion would lead to rising 
prices. The relatively high interest rates which prevail will tend 
somewhat to prevent or counteract inflationary movements. 

International movements of capital are taking place on a large 
scale and the practice of foreign borrowing has developed to an 
extent not known before the war. A large percentage of the. 
money borrowed in the United States is by foreign governments 
and is being used to establish credits for currency and exchange 
purposes. Later, probably much of this money will be withdrawn 
in gold. Aside from the question of whether or not there is 
danger of excessive flotation of foreign securities in the United 
States, the movements of capital will be a factor in the redistri- 
bution of the United States gold. More fundamental, however, 
are price-level adjustments, gold going where it will buy the most, 
when gold is again used freely as money. 

Thus the redistribution of the United States gold depends 
primarily on when and to what extent the simple gold standard 
without restrictions is installed in European countries. The pros- 
pects are that several European countries will first install a limited 
form of the gold standard, wherein gold is not allowed to circu- 
late freely, but where a relatively fixed relation between the unit 
and gold is maintained on the foreign exchanges through foreign 
credit operations. Such an arrangement, a form of the gold- 
exchange standard, offers advantages, especially during the next 
few years when the capital outlay for the complete gold standard 
seems large to some nations. On the other hand, such systems 
provide no great assurance that stability with reference to gold 
will be continuously maintained, and may not be upset at almost 
any time, especially in the event of any unusual occurrence. The 
systems imply careful management and effective control over cur- 
rency and credit, and also a considerable understanding of 
fe ustiatle atone a ar 

, aS permanent arrangements 
they have dangers. 

In the meantime, the United States is losing a certain amount 
of interest.on that part of its gold reserve which is excessive. 
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However, the purpose of the Federal reserve system is not profit, 
and this loss of interest is not a great price to pay for the avoid- 
ance of the evils consequent upon excessive inflation, followed 
by deflation, should the gold serve as the basis for such inflation. 

United States Currency in Europe. Large amounts of 
‘American currency, mostly paper currency, have been circulating 
in Europe during recent years, as a result of a lack of reliable 
domestic currencies in these countries. The demand for Ameri- 
can currency was strongest in those countries where conditions 
were most disturbed and where the local money depreciated so 
rapidly that it could scarcely be used without suffering loss or 
running the danger of loss. The people had no currency in which 
they could save their earnings, even for only a few days, with 
safety. They learned that American dollars were relatively stable 
and were continually worth more and more of the local money. 
The demand for American currency in several countries, as a re- — 
sult of domestic depreciation, became intense. Peasants and the 
laboring class put their small savings into American dollars and 
stored them away. The money was shipped in by banks, tourist 
agencies, or carried in by travelers from the United States. In 
several countries the American paper dollar became familiar even 
in the small shops. Any important hotel or store could readily 
change a ten or twenty dollar bill. United States silver coins 
were not used and the smallest denomination was thus the one- 
dollar bill. The large circulation of American money, exchange- 
able for gold, shows the desire for stable money in these countries, 
and that good money can circulate in spite of disturbed conditions. 

Part of the loss of interest due to superfluous gold reserves in 
the United States has been offset by the large amounts of Ameri- 
can paper currency circulating in Europe. The money was sent 
out in return for goods or securities of some kind, and in so far 
as it represents bank credit costs the United States little. It 
amounts to a loan from Europe without interest. Gold certifi- 
cates circulating in Europe have practically the same effect as 
though that much actual gold had been exported from the United 
States. Estimates of the amount of American currency in Europe 
have varied from two or three hundred million dollars upwards. 

American currency began to flow back to the United States in 
larger amounts than outward shipments early in 1924, as a result 
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of increasing currency stability in Europe and an accompanying 
increase in confidence in domestic money, and therefore increas- 
ing use of domestic money. During periods of rapid depreciation 
many employers would keep their funds in American dollars or 
in dollar drafts, and when pay day came would convert the dol- 
lars into local currency and pay off their men. When depreciation 
ceased, this practice was reduced or discontinued, and there was 
less demand for American currency. The following figures show 
the shipments and receipts of United States paper currency by 
the leading New York banks since May, 1923. 


UNITED STATES PAPER CURRENCY SHIPMENTS AND RECEIPTS OF PRINCIPAL 
New York BANKS 


[Figures supplied by New York Federal Reserve Bank. The figures are com- 

piled from questionnaires sent to fourteen large banks which handled a large 

part of this business. Only shipments and receipts in amounts of $10,000 or 
, over are included] 


Exports Imports Net exports | Net imports 
1923 
IMA Viren rico oe mci fol SE $3,916,000" | °$25341;,000) |) Si, 575) 000n lan. seraeraaen 
Junetsi.eiths eae: 24 TSEOOO | 22568 000) |hecrerenriaee $95 ,000 
Tule, eres bh emer 3,051,000 | 2,824,900 2212000 Sewn. STEN 
RUSS tyes cea arable vcusyead 1, 684,'000)5|.).6,L61 6 OOO) core. ayaa 4,477,000 
September.......... 7,842 ,000 3,723,000 4 119) OOO) leeeeesetrt aces 
Octobentae jeer vr 3,095,000 | 2,109,000 9860008 Coma e 
November) 26.45 o96 3,195 ,000 1,821,000 1537450004 tema a cnete 
Decemberaac soeeeek 3,825,000 935R0000 (9258924000 eee ee 
1924 

Jantaryecon eters cee D094 OOO el 3/4000) 4620" O00N| smear imnnae 
Klebnuatyen aera 6,989 ,000 14037, 000755 5276)000) |e aa ene 
IEG Onn en ono ok 2,095,000 | 2,074,000 2 Vl QOOP NS 2m, Bae 
Psprile 5 waa bac ae 940,000) I. «°2\,,.601:000..| acest inateaent 1,661,000 
IVI AR nara creme a Te 292), OOON ro, 2007000 erne eee ee 4,914,000 
Janet ne eee 6315 OOOT 63969000) |e 6,288,000 
jalye eek. yee ee 199700034) 295234000". = eee 9,035,000 
PRUSTISTN neue a cee U7, OOO T7. S17 3000) See seen 7,700,000 
September... fae. nek 2517, OOOH iid. 393000) | say nner ee 7,142,000 
Oletover ymca se 2A OOK di 245' O00! kn eens ee 7,001,000. 
November.......... SENIORS) need Ao meee | 6,234,000 
December.......... 172,000 9323 {000M eae See 9,151,000 - 
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Currency Policy. In view of the United States relation to 
the currency problem and the country’s desire to have normal 
economic and financial conditions reestablished, the question is 
raised as to what should be the policy of the United States and 
what this country could do in a practical way to assist in currency 
reform. 

In this regard one of the most useful contributions of the 
United States is to continue to keep the value of gold relatively 
stable. If the value of gold fluctuates the problem of returning 
to the gold standard is rendered more difficult for European 
countries. In addition to this, however, if countries felt that in 
returning to the gold standard they were merely tying themselves 
up to a fluctuating American currency and making themselves 
subservient to the monetary policy of the United States—if the 
United States inflated, their prices would also rise, and if the 
United States deflated their prices would also fall—they would 
hesitate before adopting gold as a currency unit. Sweden, which 
returned practically to the gold standard in the spring of 1924, 
the first European country to take this step, was criticized as | 
“tying herself to the apron string of the Federal Reserve Board.” 
If the gold dollar were allowed to depreciate in purchasing power, 
only to appreciate later on, the appreciation would put a severe 
strain upon newly established European gold currencies. The 
United States, therefore, will be rendering a great service by 
seeing to it that gold remains as stable as possible, and by con- 
tinuing to show, as it has for the past four years, that the gold 
standard can be made a relatively stable standard. 

The actual process of currency reform obviously must be ini- 
tiated and carried out by the particular countries involved. The 
United States, however, can contribute in certain ways, such as 
by permitting credits supplied by American interests to be taken 
in actual gold if the countries so desire, and by cooperating in 
other ways. Necessary credits can be obtained in the private 
American market, and the United States as a government need 
take no active part in the negotiations, other than possibly giving 
some assurance that no barriers would be placed in the way of 
‘taking out the actual gold, since question has been raised in Eu- 
rope as to whether the United States would interfere with a heavy 
withdrawal of gold. It is well understood in the United States 
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that an exodus of gold would meet with no opposition on the part 
of the Government or the banks. 

European countries desire to accomplish currency reform and 
to return to the gold standard, yet the most of the countries, 
dependent upon one another economically and in numerous other 
ways, believe that singly they could not return to or maintain 
the gold basis. Sweden, however, and countries in other parts 
of the world, have shown this idea to be false. Many of the 
countries desire a prior or simultaneous restoration of the gold 
standard in other countries before they themselves take the step. 

Several are waiting especially for Great Britain or France to 
act, so that the return of Great Britain to the gold standard will 
be an important step in currency rehabilitation. The belief also 
is prevalent that the United States, holding as it does about one- 
half of the world’s monetary gold, must assist and take an active 
part in any plans for currency reform. 

In view of the international questions involved in currency 
reform and the advantages of cooperation, the most practical 
and satisfactory way to deal with the question is by mutual unaer- 
standing at a currency conference where plans for reform can be 
formulated. Previous currency conferences have been premature 
or the main issues have been beclouded by political difficulties 
many of which no longer exist. Extraneous problems have been 
injected into the currency question, a question which is essentially 
non-political and which does not involve conflicting interests on 
the part of different nations. Since previous conferences were 
held considerable improvement has taken place, and there is reason 
. to believe that another conference would yield more happy re- 
sults. The reparation question has been absorbing. the interest 
of European countries for several years and its unsettlement has 
precluded the solution of other problems. Now that accord has 
been reached on reparation matters, there is better opportunity to 
deal with the currency problem. 

The appropriate time for a general currency conference seems 
to be in the not very distant future. European currencies have 
shown marked improvement recently and the countries are de- 
sirous of accomplishing reform. As soon as the reparation 
arrangements have had opportunity to operate for a few months 
longer a currency conference could advantageously be held. The 
opinion sometimes advanced that currency reform can not come 
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until intergovernmental debts are settled has no real basis in fact. 
as explained above. It is nevertheless desirable that the problem 
of debts be settled as promptly as possible, but this is distinct 
from the currency problem, and lack of a debt settlement does 
- not preclude currency reform which is urgently needed. 

Unification of currency units and systems as far as possible is 
desirable, and this could be worked out satisfactorily only at a 
currency conference. The newer States have been or are now 
adopting new units as they stabilize in relation to gold in spite 
of the fact that too many different units already existed. There 
are now twenty-seven different currency units in Europe as com- 
pared with only ten really distinct units in 1913. Most of the 
new units are admittedly temporary, and the States hope later 
to harmonize them with other units, but the longer they exist the 
more difficult does change become. The present, when so many 
currencies are in a flux or in process of change, is an unusually 
opportune time to accomplish greater currency uniformity than 
has existed in the past. 

The introduction of the decimal system into British currency | 
has come up for consideration at various times, but the difficulties 
of tradition and other matters have hitherto been insurmountable. 
The United States should be prepared to do its part in the ad- 
justment of international units to a common basis. The British 
two-shilling piece is worth 48.66 cents. If this and the American 
fifty-cent piece were brought into harmony, the two countries 
would have a uniform unit which would be suitable for all coun- 
tries to adopt. Contracts could be easily adjusted by arithmetic 
to conform to the new unit. Uniformity in currency systems, 
such as already exists in other systems of measure, would be a 
great advantage to trade as well as to travelers, and would sim- 
plify transactions for many businesses and individuals unfamiliar 
with foreign trade. 

The United States is inescapably involved and also interested 
in the restoration of the gold standard and in the redistribution 
of gold reserves. _Furthermore, the financial resources of this 
country will have to be drawn upon to assist European recovery 
and the restoration of currencies. Thus the question of a cur- 
rency conference is important to the United States and a 
successful currency conference would redound to the benefit of 
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this country. All European nations, large and small, as well as 
many outside countries, are involved in the currency question and 
should be represented at any currency conference. held. 

Some of the questions for a currency conference to consider are 
what measures the different countries would have to take in order ~ 
to reintroduce the gold standard; agreement as far as possible 
regarding the time and method for currency reform; arrange- 
ments for financing currency reform in countries where such 
financing is necessary (this would probably take the form of loans 
in the United States or elsewhere to be taken in actual gold _ 
from the United States, as the German loan of 1924); how 
far countries could go regarding guarantees for the maintenance 
of free gold markets, especially as regards certain foreign deposits 
so that countries choosing to keep part of their reserves on deposit 
abroad would be assured that these deposits could be withdrawn in 
gold; plans for regulating international gold movements through 
the establishment of clearing arrangements whereby debits and 
credits could be offset against each other through a settlement 
fund or funds with only periodical gold shipments; methods of 
utilizing and economizing gold with a view to stability in value; 
uniformity of currency units and systems as far as possible; ar- 
rangements for interchange of circulation along lines similar to 
those provided in the Latin Monetary Union or the Scandinavian 
Monetary Union. In addition to these subjects are various other 
questions which can be settled most advantageously through inter- 
national cooperation. 

In view of the central position in a country’s economic life 
occupied by the currency system, and the importance of having 
a sound currency system, a restoration of the simple gold standard 
will contribute to European recovery and prosperity as almost 
no other single measure will. The difficulties in the way of the 
prompt restoration of the gold standard are not insurmountable, 
and the importance of having currencies reestablished upon a 
sound basis is so great that the delay should be no longer than 
is absolutely necessary. The United States can do little of its 
Own initiative toward reform, but when reform is undertaken it 
can cooperate. In the meantime its obligation is to see to it that 
the value of gold remains stable. There is reason to believe that 
the gold standard can be made more stable in the future than it 
has been in the past, and the stabilization of gold will be a new 
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and important phase of currency and banking administration in 
the future. 


QUESTIONS AND EXERCISES 


. Distinguish between “money” and “currency.” 

. Why are National bank notes an inelastic form of currency? 

. Why does the demand for money vary at different periods throughout 
the year? 

. How is our currency affected by European currencies? 

. What influence have the currencies upon foreign trade? 

. How does currency affect prices? The international flow of gold? 


Wh 
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CHAPTER III 


FEDERAL RESERVE NOTE ISSUES * 


As has often been pointed out, one of the important 
defects of the national banking system was its failure to 
provide an elastic currency, that is, a currency which will 
expand and contract in response to business needs. It 
was to remedy this situation that provision was made in 
the Federal Reserve Act for the issuance, through the 
Federal Reserve Banks, of Federal reserve notes.—[ Ed. 
Note. | 


A.—_FEDERAL RESERVE BANK NOTES + 


While the passage of the Federal Reserve Act (and the estab- 
lishment of the Federal reserve banks) was intended, and expected, 
to make radical changes in the banking system of the United States, 
great care was taken to avoid, as far as possible, any sudden or 
violent transition from one system to the other. As we have already 
seen, radical changes-were made in the reserves which national 
banks were required to carry, but the Act, as originally passed, 
made provision for the gradual shifting of reserves from approved 
reserve agents to the Federal reserve banks. 

In like manner, the Federal Reserve Act provided for the ulti- 
mate retirement of national bank notes, issued by national banks, 
but this retirement, as we shall see, was not intended to be effected 
immediately upon the passage of the Act, or, indeed, at any one 
time. Provision was made for a gradual retirement of such notes. 
over a period of years. 

Section 4 of the Federal Reserve Act, as originally passed, 


enumerated certain powers of Federal reserve banks and con- 
tained the following provision : 


Eighth. Upon deposit with the Treasurer of the United States of any 
bonds of the United States in the manner provided by existing law relating 
to national banks, to receive from the Comptroller of the Currency 
circulating notes in blank, registered and countersigned as provided by law, 
equal in amount to the par value of the bonds so deposited, such notes to be 


* Note—Federal reserve banks issue Federal reserve bank notes and 
circulate Federal reserve notes. 


{ Federal Reserve Bank of Richmond, Letter No. 3, February, 1922. 
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issued under the same conditions and provisions of law as relate to the 
issue of circulating notes of national banks secured by bonds of the United 
States bearing the circulating privilege, except that the issue of such notes 
shall not be limited to the capital stock of such Federal reserve bank. 


The National Bank Act, as we have already seen, required every 

national bank, upon its organization, to invest a certain part of its 
_ paid-in capital in United States bonds, and allowed a national 
bank to invest its entire capital in such bonds. The national bank 
was further permitted to issue national bank notes against the 
bonds so purchased and deposited with the Treasurer of the United 
States, at first, up to 90 per cent of the par value of the bonds, and, 
subsequently, up to 100 per cent of the par value. These bonds 
bearing the circulation privilege bore different rates of interest, 
but the tax on national bank notes in circulation was so imposed 
that national bank notes secured by 2-per-cent bonds were taxed at 
a lower rate per annum than those secured by bonds bearing in- 
terest at a rate higher than 2 per cent. As a consequence, by far 
the larger part of national bank note circulation was secured by 2- 
per-cent bonds, and at the time the Federal Reserve Act was 
passed, the national banks of the country held many millions of 
dollars of 2-per-cent United States bonds bearing the circulation 
privilege. 

It was realized that the establishment of the Federal reserve 
banks and the privilege given to Federal reserve banks to circulate 
Federal reserve notes would bring about a serious competition with 
the note issues of the national banks, which might ultimately force 
the national bank notes out of circulation, or, at any rate, affect 
their ability to circulate. If such a thing happened, it was also 
realized that many national banks would find themselves with rela- 
tively large investments in securities yielding a very low income, © 
and that justice to the national banks demanded that they be given 
an opportunity to dispose of their 2-per-cent United States bonds 

without material loss. , 

In order to meet this situation, Section 18 of the Federal Re- 
serve Act provided for the refunding of the United States bonds 
held by national banks to secure circulation. Section 18 of the 
Federal Reserve Act, as originally passed, read, in part, as follows: 

After two years from the passage of this Act, and at any time during a 


period of twenty years thereafter, any member bank desiring to retire the 
whole or any part of its circulating notes, may file with the Treasurer of 
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the United States an application to sell for its account, at par and accrued 
interest, United States bonds securing circulation to be retired. 


Provision was made that, at the end of each quarterly period, 
the Treasurer of the United States should furnish the Federal 
Reserve Board with a list of such applications; and the Federal 
Reserve Board was authorized, in its discretion, to require Federal 
reserve banks to purchase such bonds from the banks whose appli- 
cations had been filed with the Treasurer at least ten days before 
the end of any quarterly period. But the Board was not authorized 
to permit or require the Federal reserve banks to purchase an 
amount of such bonds in excess of 25 million dollars in any one 
year, including bonds acquired by the Federal reserve banks under 
Section 4, which has already been referred to. In allotting the 
amount which each Federal reserve bank could be permitted or re- 
quired to purchase under Section 18 of the Act, the Federal 
Reserve Board had to take into consideration the capital and 
surplus of each Federal reserve bank—that is to say, allotments 
were made to each Federal reserve bank in proportion to its 
capital and surplus. 

Upon the purchase, under Section 18 of the Act, of these 
United States bonds bearing the circulation privilege, each Federal 
reserve bank had certain options: They could retain the bonds 
purchased and use them as the basis of issues of Federal reserve 
bank notes, as distinguished from Federal reserve notes, which are 
hereinafter described, as was provided in Section 4 of the Federal 
Reserve Act; or they could offer the 2-per-cent bonds to the Treas- 
urer of the United States for exchange for one-year gold notes of 
the United States without the circulation privilege, to an amount 
not exceeding one-half of the 2-per-cent bonds so tendered for 
exchange, and thirty-year 3-per-cent gold bonds for the remainder 
so tendered. At the time of such exchange, however, the Federal 
reserve bank obtaining such one-year gold notes was required to 
enter into an obligation with the Secretary of the Treasury binding 
itself to purchase from the United States, for gold, at the maturity 
of such one-year notes, an amount equal to those delivered in ex- 
change for such bonds, if so requested by the Secretary; and at 
each maturity of one-year notes, so purchased by such Federal 
reserve bank; to purchase from the United States such an amount 
of one-year notes as the Secretary might tender to such bank, not 
to exceed the amount issued to such bank in the first instance in 
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exchange for 2-per-cent United States gold bonds, said obligation 
to purchase at maturity such notes to continue in force for a 
period not exceeding thirty years. In other words, the Federal 
reserve bank tendering 2-per-cent bonds to the Treasurer of the 
United States could receive in exchange one-half the amount in 
thirty-year 3-per-cent gold bonds and the other half in one-year 
3-per-cent gold notes, renewable at the pleasure of the Treasurer 
of the United States for a period of thirty years. Neither the 
3-per-cent thirty-year bonds nor the 3-per-cent one-year notes, 
however, bore the circulation privilege, that is to say, they could 
not be deposited by the Federal reserve banks as security for Fed- 
eral reserve bank notes. 

Two-per-cent bonds were purchased by the Federal reserve 
banks, under Section 4 and Section 18 of the Federal Reserve Act, 
as follows: 


1 ION ih, cs 6 Sins ahd Ie Pa ea ah $ 175,000 
NRT LSPS) Ean 6 oo Oe et Pare Rae 11,776,350 
net Gwen: bent ns 9. ak). cee el 48,128,100 
ToL KOU ITE DURA oo ae ee nr nee 13,997,200 

Potalmerast met wie. sys aheasteseiahe tea $74,076,650 


Of this amount, exchanges were made, at surely periods, in 
1916 and 1917, as follows: 


feild WOR WoT ng 2 co car any Ara dca hore co De ee $30 ,000.,000 
MrarO hare Rilo Natt nen ietiro s ltrek es bts 26,256,500 
TEST aes kA SaaS BSS ace eee $56,256,500 


The Federal reserve banks received 30-year 3-per-cent bonds, 
$28,894,500; 3-per-cent one-year renewable notes, $27,362,000. 

No exchanges were made after the last exchange in 1917, and 
since that time Federal reserve banks have not been required by 
the Federal Reserve Board to purchase bonds under Section 18 of 
the Federal Reserve Act. 

In April, 1917, the United States entered the European war, 
and it was immediately necessary for the United States Govern- 
ment to begin to issue Liberty bonds. Since the first issue bore 
interest at the rate of 314 per cent and subsequent issues bore 
interest at the rates of 4 per cent, 414 per cent, and 434 per cent, 
it is manifest that a continuance of the purchase of 25 million 
dollars of 2-per-cent bonds (which, at best, were exchangeable for 
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3-per-cent bonds or notes) would have involved the tying up of 
such a large part of the resources of the Federal reserve banks 
as to seriously interfere with their proper functioning. Therefore, 
the process of refunding the 2-per-cent bonds held by national: 
banks to secure circulation was very wisely suspended. 

The Federal Reserve Act, as originally passed, provided for 
- the issue by Federal reserve banks of Federal reserve bank notes, 
under the same conditions and provisions of the law as relate to 
the issue of circulating notes of national banks secured by bonds of 
the United States bearing the circulation privilege, except that the 
issue of such notes was not limited to the capital stock of the 
issuing Federal reserve bank. Since national banks were not 
allowed to issue national bank notes in denominations of less than 
$5, $5 was the smallest Federal reserve bank note which a Federal 
reserve bank could issue. As we have already seen, United States 
bonds bearing the circulation privilege were purchased to a limited 
extent by Federal reserve banks in 1914 and in 1915. Federal re- 
serve bank notes were issued by Federal reserve banks against 
those notes but to a very limited extent. The total amount of such 
notes outstanding on April 30, 1918, was $11,581,385, in the 
denominations of $5, $10, and $20. In the latter part of 1918, 
however, circumstances arose which brought about a very decided 
change in the volume of Federal reserve bank notes. 

On April 23, 1918, an act known as the Pittman Act was 
approved. Under this Act, the Secretary of the Treasury was 
_ authorized, from time to time, to melt or break up and sell as 
bullion standard silver dollars not in excess of 350 millions. In 
order to do this, it was, of course, necessary to retire the silver 
certificates outstanding against such standard silver dollars. The 
bullion obtained from the breaking up or melting of the silver 
was intended for export, particularly to the Orient, to meet trade 
balances and to avoid the export of a like amount of gold, at a 
time when it was highly desirable to retain our gold. 

A considerable percentage of the silver certificates outstanding 
were in denominations of $1 and $2, and notes of these denomina- 
tions were always in great demand at certain seasons of the year, 
particularly at crop-moving periods. As a matter of fact, all of 
the $1 and $2 notes in circulation were either silver certificates or 
Treasury notes ; no gold certificates were issued in these denomina- 
tions, and national banks could not issue notes of a smaller denom- 
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ination than $5. As we have seen, Federal reserve notes could 
not be issued in denominations smaller than $5. 

Bankers generally are familiar with the fact that, during the 
past ten or fifteen years, the supply of $1 and $2 notes has always 
been less than the demand at certain seasons. This was partly 
due to the fact that the total number available was probably inade- 
quate to meet the demand at times, and because this was so, $1 
and $2 bills were frequently hoarded. Under the old system of 
reserves, part of a national bank’s reserve had to be kept in lawful 
money in its own vaults, and $1 and $2 notes, whether greenbacks 
or silver certificates, would serve for this purpose. Therefore, 
many banks would assiduously collect $1 and $2 notes between the 
seasons of greatest demand, and store them away for their own 
use when the demand came. The result was that, at crop-moving 
periods, some banks were well supplied with all the $1 and $2 
notes they would need, while others had great difficulty in obtain- 
ing anything like an adequate supply. If, therefore, 350 million 
dollars of silver certificates had been called in by the Treasury 
Department, a large percentage of which was in shape of $1 and 
$2 bills, a positive famine of $1 and $2 bills would have been the 
inevitable result. 

In order to meet this situation, Section 5 of the Pittman Act 
provided that the Federal Reserve Board might permit or require 
Federal reserve banks, at the request of the Secretary of the Treas- 
ury, to issue Federal reserve bank notes in any denominations, in- 
cluding denominations of $1 and $2, in an aggregate amount not 
exceeding the amount of the standard silver dollars melted or 
broken up and sold as bullion, under the authority of the Act, upon 
deposit, as provided by law, with the Treasurer of the United 
States, as security therefor, of United States certificates of in- 
debtedness or of United States one-year gold notes. But the Act 
further provided that the tax on such circulation should be so ad- 
justed that the return to the Federal reserve banks would be the 
same on the one-year renewable 3-per-cent gold notes, held by them 
and used as security for this circulation, and the new 2-per-cent 
certificates authorized by the Act, which came to be known as 
Pittman certificates. The tax on circulation secured by the 2-per- 
cent certificates was fixed at one-quarter of one per cent semiannu- 
ally, which is the tax on national bank notes issued against 2-per- 
cent United States bonds. 
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All of the Federal reserve banks purchased Pittman certificates 
from time to time, and many, if not all of them, exchanged the 
3-per-cent one-year renewable notes (acquired in 1916 and 1917 in 
exchange for 2-per-cent United States bonds), for 2-per-cent Pitt- 
man certificates, in order to simplify tax payments on the issues of 
$1 and $2 Federal reserve bank notes. 

The Pittman Act further provided for the gradual replacement 
of the silver sold as bullion by purchase of silver produced in this 
country at a fixed price, the gradual recoinage of silver dollars to 
replace those melted or broken up, and the gradual retirement of 
the Pittman certificates, and the redemption upon such retirement 
of the outstanding Federal reserve bank notes. 

While some Federal reserve bank notes were issued against 
Pittman certificates in denominations of $5, by far the larger por- 
tion was issued in denominations of $1 and $2, and for the first 
time in years, the commerce of the country had an ample supply 
of $1 and $2 notes at all times. This was doubtless due in part 
to the fact that of the total issues of Federal reserve bank notes 
against Pittman certificates, a much larger percentage of $1 and. 
$2 was issued than had been retired as silver certificates, but it was 
also due, in no small measure, to the fact that $1 and $2 notes were 
issued in all districts by the Federal reserve banks in direct re- 
sponse to local needs for notes of these denominations. Now that 
banks are no longer required to carry a portion of their reserves 
in lawful money, and now that all Federal reserve banks and 
branches have taken over (or will shortly take over) subtreasury 
functions, it is reasonable to assume that a much more equitable 
distribution of $1 and $2 bills will be possible than was the case 
in former years. 

The maximum volume of Federal reserve bank notes outstand- 
ing was, on January 7, 1920, and amounted to $270,522,800, of 
which $253,111,000 was secured by Pittman sfentificates and 
$17,411,800 by U. S. bonds. 

At this time the total of Federal reserve bank notes in circula- 
tion is actually less than 85 million dollars, the larger portion but 
not all of which is in denominations of $1 and $2. The total 
amount of Pittman certificates held by the Federal reserve banks 
is 113 million dollars, an amount considerably larger than the out- 
standing circulation, These, however, will be gradually redeemed 
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by the Treasury Department as silver is acquired to take the place 
of that which was sold as bullion. 

As will be seen from the foregoing, the power to issue Federal 
reserve bank notes, conferred upon Federal reserve banks by the 
Act, and as exercised by them, has not materially affected the total 
volume of currency in circulation. On the other hand, Federal 
reserve bank notes issued against Pittman certificates had an 
elasticity unknown to the national bank notes issued against 2-per- 
cent bonds. With the cooperation of the Federal reserve banks, 
under the direction of the Federal Reserve Board, it was possible 
to expand the issues of $1 and $2 notes as rapidly as was necessary 
to take the place of the silver certificates withdrawn from circu- 
lation. The Federal reserve banks bought the certificates and 
issued the Federal reserve bank notes in whatever volume was 
necessary, from time to time, to replace the silver certificates 
withdrawn. 

_Later, when the repurchase of silver began and silver certifi- 
cates were issued to replace those previously withdrawn from cir- 
culation, it was possible to make corresponding decreases in Fed- 
eral reserve bank notes outstanding by the payment of the Pittman 
certificates, and the deposit by the Federal reserve banks of gold 
or lawful money to retire the special Federal reserve bank note 
circulation. Indeed, it is difficult to imagine how the situation 
could have been met and the silver bullion could have been made 
- available for export (thus avoiding a depletion of our then stock 
of gold) except by the plan adopted. The adoption of any such 
plan prior to the establishment of the Federal Reserve System with 
the cooperation of the national banks would, in all probability, 
have been so complicated and cumbersome that it would have been 
‘impracticable. 


B.—_FEDERAL RESERVE NOTES * 


Section 16 of the Federal Reserve Act provides for the issue 
and circulation of a kind of currency unknown in this country 
prior to the passage of the Act. Federal reserve notes were 
authorized to be issued upon a new plan and to be secured by 
collateral different from that which had ever been held as security 
. for any kind of currency in this country. Ample provision was 
made for prompt and continuous redemption of notes and for 


* Op. cit. 


74 MONEY, CREDIT AND BANKING PRINCIPLES 


their retirement when no longer needed. In other words, Federal 
reserve notes were intended to have a degree of elasticity unknown 
to any previous issues. It should be remembered that elasticity 
when applied to the volume of currency means the power to con- 
tract as well as the power to expand. 

Federal reserve notes are issued to Federal reserve banks at “ie 
discretion of the Federal Reserve Board. They are direct obliga- 
tions of the United States and are receivable by all national and 
member banks and by Federal reserve banks and for all taxes, 
customs, and other public dues. They are redeemable in gold at 
‘the demand of the holder at the Treasury Department of the 


United States in Washington, or in gold or lawful money at any — 


Federal reserve bank, but they are not legal tender for private 
debts. 

The Act, as originally passed, contained certain important provi- 
sions which were subsequently altered by amendments. In order 
to make the changes perfectly clear we will first consider the issue, 
circulation, and redemption of Federal reserve notes in accordance 
with the provisions of the Act as originally passed and we will 
then consider the effect of the amendments. 

In each Federal reserve bank there is an officer known as the 
Federal Reserve Agent, who is also one of the directors of the 
bank and chairman of the board. He is appointed by the Federal 
Reserve Board and as Federal reserve agent he acts as the repre- 


sentative of the board in the Federal reserve bank. The Federal ° 


reserve notes issued to a Federal reserve bank are direct obliga- 
tions of the United States Government, but all of them bear the 
number and letter assigned to the Federal reserve bank to which 


they are issued. For instance, A-1 means the Federal Reserve 


Bank of Boston; B-2, the Federal Reserve Bank of New York; 
C-3, the Federal Reserve Bank of Philadelphia; D-4, the Federal 
Reserve Bank of Cleveland; E-5, the Federal Reserve Bank of 
Richmond; etc. Adequate supplies of Federal reserve notes, bear- 
ing the letter and number of each Federal reserve bank are 
printed by the Bureau of Engraving and Printing and are kept 
under the control of the Comptroller of the Currency. Upon the 
direction of the Federal Reserve Board they are shipped to the 
Federal reserve agent and are held by him as unissued Federal re- 


serve notes until they are called for by the Federal reserve bank of © 


which he is the agent. 


_ 
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Under the Act, as originally passed, the Federal reserve agent 
was authorized to deliver Federal reserve notes to the bank (of 
which he was the Federal reserve agent) upon the deposit by the 
bank with him of an equal amount of notes and bills accepted by 
the bank for rediscount under the provisions of Section 13 of the 
Federal Reserve Act. Under the amendment above referred to, 
bills and acceptances purchased in the open market by the Federal 
reserve bank under Section 14 were also made eligible as collateral 
for Federal reserve notes. The character of bills and notes eligible 
as collateral for Federal reserve notes will be considered in detail 
when we discuss the subject of rediscounts for member banks and 
open market purchases by Federal reserve banks. 

In addition to the deposit of eligible bills and notes to the full 
amount of Federal reserve notes received from the agent, the 
Federal reserve bank was required to maintain a gold reserve of 
40 per cent against all Federal reserve notes issued and outstand- 
ing. Moreover, Federal reserve notes, together with Federal re- 
serve bank notes, were made a first lien on all of the assets of the 
Federal reserve bank by which they were circulated. Upon the re- 
ceipt of Federal reserve notes from the Federal reserve agent, after 
the deposit of the required collateral, the Federal reserve bank 
could pay out such notes to its member banks and the notes were 
circulated by the member banks just as any other currency is cir- 
culated. When such notes-were put into circulation and were re- 
turned in due course to the Federal reserve bank by which they 
were issued they could be held and paid out again or they could be 
retired and delivered to the agent, in which case the agent could 
release a like amount of collateral to the Federal reserve bank. 

Up to this point, and until the Act was amended, Federal re- 
serve notes could not be issued directly against gold. That is to 
say the Federal reserve bank could not deliver gold to the agent 
and obtain notes. Under the law it was necessary to deposit 
eligible collateral in the first instance. However, after the col- 
lateral had been deposited with the agent and the Federal reserve 
notes had been received by the Federal reserve bank it could de- 
posit gold with the agent and withdraw the collateral. In such 
case the agent would hold gold instead of paper as collateral for 
the notes. 

Two things should be kept clearly in mind. First, when notes 
were held by the Federal reserve bank, or were in actual circula- 
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tion, the Federal Reserve Agent had to hold a like amount of 
collateral in the shape of eligible paper or gold. Second, the Fed- 
eral reserve bank was required to maintain a gold reserve only 
against notes which it had received from the agent and had paid 
over to member banks or otherwise put into circulation. It was 
not required to maintain the 40-per-cent gold reserve against 
notes which it held in its own cash or notes for which it had already 
paid over gold to the Agent. As a matter of fact, under express 
provision of the law the gold was deposited with the agent for the 
purpose of reducing the liability of the Federal reserve bank for 
outstanding Federal reserve notes, thus in effect retiring the notes. 

Although Federal reserve notes could not be issued directly 
against. gold, it is manifest that they could be indirectly issued 
against gold, and since all the Federal reserve banks appreciated 
the advisability of increasing their gold holdings and expanding 
(at least to a certain extent) their issues of Federal reserve notes, 
this was very generally done. 

For example, if a Federal reserve bank had rediscounted 
$100,000 of eligible paper for one or more member banks and 
wished to obtain $500,000 of Federal reserve notes to be shipped 
to its member banks desiring currency against balances in excess 
of the required reserves, the Federal reserve notes could easily be 
obtained in the following manner: First, the bank delivered to 
the agent the $100,000 of rediscounted paper and obtained from 
him Federal reserve notes in the desired denominations. Next, 
the bank delivered to the agent $100,000 in gold and the $100,000 
of eligible paper was returned to the bank. Next the bank again 
deposited the same eligible paper with the agent and obtained the 
second $100,000 in Federal reserve notes. Next, the bank de- 
posited $100,000 in gold with the agent and took back the collateral. 
This process could be followed until the $500,000 of Federal re- 
serve notes had been obtained by the bank. The agent would 
then hold $400,000 of gold arid $100,000 of paper against 
$500,000 of Federal reserve notes issued to the bank. In such 
case the bank would not be required to carry a 40-per-cent reserve 
against the $400,000 of notes for which the agent held gold, but 
would be required to carry 40-per-cent gold reserve against the 
remainder, assuming, of course, that the whole $500,000 of Fed- 
eral reserve notes were shipped to member banks or otherwise put 
into circulation by the Federal reserve bank. This procedure was 
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probably not contemplated when the Act was framed and passed, 
but it was manifestly both legal and proper. As we have already 
stated, an amendment to the Act authorized the issue of Federal 
reserve notes directly against gold, after which time this com- 
plicated process was no longer necessary. 

The question naturally arises, why should Federal reserve banks 
take this trouble to put themselves in the position to ship Federal 
reserve notes to their member banks instead of gold? In order 
to answer this question we must have a clear understanding of the 
fact that a loan by a Federal reserve bank to a member bank can 
not always be offset by a shipment of a like amount of Federal 
reserve notes to that member bank. Sometimes the loan is made 
to restore the balance of the member bank. More frequently it is 
made for the purpose of transferring funds to some other bank 
and very frequently that other bank is in another Federal reserve 
district and the transfer of funds means a diminution of the goid 
holdings of the Federal reserve bank making the transfer. 

As we have already seen, the lending power of a Federal reserve 

_bank is very much greater if it can make payments in Federal re- 
serve notes than if it has to ship gold or gold certificates to the 
member bank. In other words, the maximum lending power of a 
Federal reserve bank can only be reached by -putting out and 
maintaining in circulation Federal reserve notes to the limit per- 
mitted by its gold reserve and since the Federal reserve notes 

-cannot be put into circulation in connection with each and every 
loan to a member bank, it is necessary for the Federal reserve bank 
to put out the Federal reserve notes when there is a demand for 
them to conserve its lending power. 

In the example which we have been considering we assumed 
applications for loans amounting to $100,000 and at the time ap- 
plications for currency amounting to $500,000. The Federal re- 
serve bank took advantage of the demand for currency, which 
demand could be satisfied with Federal reserve notes, and obtained 
the notes from the agent practically against the deposit for gold, 
so that a later offering of eligible paper accompanied by a demand 
for gold could be supplied by turning over the discounted paper 

to the agent and obtaining gold from him instead of depleting 
the gold reserve of the bank itself. 

It is a very mistaken idea that Federal reserve banks can redis- 
count for member banks and always or finally discharge the obliga- 
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tion by the issuing of Federal reserve notes. Even if this could 
be done in the first instance there is no sort of assurance that the 
Federal reserve notes would stay in circulation until the maturity 
of the paper rediscounted for the member bank. For example, a 
member bank will send to its Federal reserve bank $100,000 of 
eligible paper, maturing in sixty days, the Federal reserve bank re- 
discounts the paper, placing the proceeds to the credit of the mem- 
ber bank. Assuming that the member bank had its required 
reserve before offering the paper the Federal reserve bank will ship 
to the member bank $100,000 in Federal reserve notes. Suppose 
we assume further that the customer of the member bank whose 
paper was-rediscounted by the Federal reserve bank receives the 
$100,000 in Federal reserve notes, he will immediately pay them 
out or deposit them in some bank. If he pays them out they will 
go into the hands of various people who will retain the Federal 
reserve notes only so long as they may need currency in their 
pockets and any surplus will be deposited in some bank. The 
banks in which the notes are deposited will retain them if they are 
short of till money, if not they will immediately ship them. to 
correspondents or to some Federal reserve bank. 

A Federal reserve bank is forbidden by law to pay out the notes 
issued through another Federal reserve bank, so the Federal re- 
serve notes promptly find their way back to the Federal reserve 
bank through which they were issued and when presented at their 
bank they must be redeemed.in gold or lawful money. In other 
words, even though it were possible to rediscount for member 
banks and simultaneously pay out Federal reserve notes such Fed- 
eral reserve notes would remain in the channels of trade as long as 
there was need for that kind of currency and no longer, and as we 
have already stated, in perhaps the majority of cases it is imprac- 
ticable to rediscount for member banks and pay the proceeds to 
the member banks immediately in Federal reserve notes. 

The Federal Reserve Act provides that Federal reserve notes, 
shall be redeemed by the Treasury Department at Washington in 
gold, and in order to enable the Treasurer of the United States to 
redeem them in gold a redemption fund against such notes is re- 
quired by the Act. The Federal reserve agent is required to deposit 
with the Treasurer a part (at present not less than 5 per cent) of 
the gold held by him as collateral for Federal reserve notes or for 
the redemption of Federal reserve notes. The Act directs the 
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Federal Reserve Board to require the Federal reserve bank to 
maintain a gold redemption fund with the Treasurer of not less 
than 5 per cent of the total amount of Federal reserve notes out- 
standing, less the amount of gold held by the Federal reserve agent. 
In other words, the agent and the bank together have redemption 
funds with the Treasurer of the United States amounting to not 
less than 5 per cent of outstanding Federal reserve notes issued 
through that bank. The agent, of course, counts the redemption 
fund maintained by him as a part of his gold holdings and the 
Federal reserve banks are allowed to count the redemption funds 
maintained by them as a part of their required reserve against 
Federal reserve notes. 

As we have seen, the Act, as originally passed, required the Fed- 
eral reserve bank to deposit with the agent for Federal reserve 
notes issued to the bank 100 per cent of eligible paper and to 
maintain itself a 40-per-cent gold reserve against the total amount 
of Federal reserve notes outstanding at any one time. In the 
early days of the Federal Reserve System there was a great deal 
of discussion as to the limit of the expanding power of a Federal | 
reserve bank on the basis of its issue of Federal reserve notes. It 
soon became clear, however, that under the law, as it then stood, © 
this expanding power was limited to two and a half times the free 
gold of the Federal reserve bank. 

The truth of this should be perfectly clear from a simple exam- 
ple. Suppose we have a Federal reserve bank with a capital of 
$5,000,000 and member banks’ deposits of $50,000,000. Deduct- 
ing from the member banks’ deposits $17,500,000 (the 35 per cent 
reserve required by the law to be held against these deposits) we 
have free gold from the deposits, $32,500,000; to this we can add 
the $5,000,000 of paid-in capital, because a Federal reserve bank ° 
is not required to carry a reserve against paid-in capital; this gives 
us $37,500,000 of free gold. Now if that Federal reserve bank 
can rediscount. paper for its member banks, deposit such paper 
with the Agent, receive Federal reserve notes from the Agent, and 
pay them to the banks for which the rediscounts were made (or 
otherwise put them in circulation), how far can it go? Remember- 
ing that against each $1 of Federal reserve notes issued by the 
agent it must deposit $1 of eligible paper and itself maintain 40 
cents in gold, we see that $93,750,000 is the absolute limit of its 
lending power, because all of the $37,500,000 of free gold will be 
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needed to maintain the required reserve against the Federal re- 
serve notes. 

In other words, after reaching the limit of $93,750, 1,000 it can 
issue no more Federal reserve notes except against 100-per-cent 
gold, so that under the plan adopted in the original Act the accu- 
mulation of gold in the hands of the Federal reserve agent, while 
it facilitated operations, added nothing to the expanding power ot 
the Federal reserve bank beyond the point to which its free gold, 
derived from capital and member banks’ reserve deposits, would 

0. 
: By an amendment to the Act approved June 21, 1917, several 
radical changes were made, the effect of which was to greatly 
facilitate operations with respect to Federal reserve notes, to 
change certain items on Federal reserve banks’ published state- 
ments referring to Federal reserve notes, and to greatly increase, 
at least theoretically, the credit-expanding power of the Federal 
reserve panks. By the Act, as amended, a Federal reserve bank 
is still required to deposit with the Federal Reserve Agent $1 
worth of collateral for each dollar of Federal reserve notes re- 
ceived, but that collateral can consist exclusively of eligible paper, 
as before, or exclusively of gold, or partly of eligible paper and 
partly of gold, with the proviso that the gold held by the Federal 
reserve agent can be counted by the bank as a part of its required 
reserve against Federal reserve notes outstanding. In other words, 
if the bank upon receipt of Federal reserve notes from the agent’ 
deposits with him 60 per cent in paper and 40 per cent in gold it is 
not required to carry any additional gold reserve against the notes 
so secured. It will be observed that the original Act required a 
Federal reserve bank to carry 140 per cent collateral against Fed- 
‘eral reserve notes, while the amendment requires only 100 per cent. : 

It will be remembered that under the plan provided for in thé 
Act as originally passed gold deposited by the bank was presum- 
ably deposited for the redemption of the notes, therefore, in making 
its published statement the Federal reserve bank did not show as 
a liability Federal reserve notes against which it had deposited gold 
with the Agent, neither did it show the gold so deposited among its 
assets. Under the plan set forth in the amended Act, Federal re- 
serve banks show as a liability all outstanding Federal reserve notes 
and as an asset gold with the Federal reserve agent. 

Let us now consider the possible increase in the lending power 
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of a Federal reserve bank, assuming, of course, that it can issue 
and keep in circulation Federal reserve notes in addition to those 
necessary to carry its lending power to the limit of two and a half 
times its free gold derived from paid-in capital and member banks’ 
reserve deposits. In the illustration already given we found that 
when the bank had reached a limit of $93,750,000 it could make no 
more loans to member banks, even assuming that the proceeds 
could be paid to the member banks in additional Federal reserve 
notes, for the reason that the bank would have no more gold to 
set aside as the required 40-per-cent reserve. The bank could, of 
course, continue to issue Federal reserve notes against gold dollar 
for dollar, but as all the gold so received would have to be deposited 
with the agent (indirectly, as has been explained) before the 
notes could be obtained from him, it is manifest that no additional 
paper could be taken from member banks and, therefore, no addi- 
tional loans could be made. 

Under the new plan, however, if the bank could sell an addi- 
tional $100,000 in Federal reserve notes for gold it could simul- 
taneously rediscount $150,000 of additional paper for member 
banks (assuming that the proceeds could be paid to the member 
banks in Federal reserve notes), deposit the $100,000 in gold and. 
the $150,000 in paper with the agent, and obtain from him 
$250,000 in Federal reserve notes to settle for the $100,000 in gold 
and the $150,000 in paper. And (at least in theory) this process 
could be carried on as long as the Federal reserve notes could be 
sold for gold and the applying member banks could take the 
proceeds of the discounts in Federal reserve notes. 

As a matter of fact, the process could not be carried on indef- 
initely, even in theory, because of the requirement that the Fed- 
eral reserve bank shall maintain a redemption fund with the 
Preasurer of the United States, and while the agent can use a 
part of the gold deposited with him as the redemption fund re- 
quired of him, the bank cannot use any of the agent’s gold as its 
redemption fund. In other words, under the new plan the Federal 
reserve bank, in order to maintain its collateral with the agent 
and its redemption fund with the Treasurer of the United States, 
has to put up at least 103 per cent (consisting of eligible paper 
and gold) of the total amount of Federal reserve notes issued to 
and put into circulation by it. 

It should be perfectly clear from the foregoing explanation that 
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the process of rediscounting for member banks and the process 
of issuing Federal reserve notes are two coordinated powers, which, 
in some respects are independent of each other. Let us assume 
that $60,000 of eligible paper is rediscounted for member banks, 
and together with $40,000 in gold, is deposited with the agent in 
exchange for $100,000 in Federal reserve notes and that the Fed- 
eral reserve notes are paid out to member banks, or otherwise 
put into circulation by the Federal reserve bank. If the whole 
$100,000 of Federal reserve notes is needed in circulation it will 
all stay out regardless of the maturity of the paper. When the 
paper matures it will be paid to the Federal reserve bank either in 
gold or in Federal reserve notes. If paid in gold the gold must 
be turned over-to the agent in order that the paper may be re- 
leased by him for payment and he will then hold $100,000 in gold 
against the $100,000 of Federal reserve notes outstanding in cir- 
culation. If the $60,000 in paper is paid in Federal reserve notes 
these can be turned over to the agent in exchange for the $60,000 
in paper released by him to the bank for collection and payment 
and he will then hold $40,000 in gold against the $40,000 of out- 
standing Federal reserve notes. If, on the other hand, the 
$100,000 in Federal reserve notes are not needed in circulation they 
will in all probability be returned to the Federal reserve bank for 
redemption before the maturity of the paper, in which case the 
Federal reserve bank can redeem them out of its own gold and if 
it desires to do so present the whole amount to the Federal reserve 
agent and receive back the $60,000 in paper which has not yet 
matured and the $40,000 in gold originally deposited as security 
with the agent. 

As we have already stated, Federal reserve notes are redeemabie 
in gold by the Treasurer of the United States in Washington and 
by all Federal reserve banks whether the notes presented for re- 
demption were originally issued through those Federal reserve 
banks or not and we have also seen that while a Federal reserve 
bank can redeem and pay out again the notes originally issued 
through it, no Federal reserve bank is allowed to pay out Federal 
reserve notes issued through some other Federal reserve bank. 
Federal reserve notes are continually being sent to Federal reserve 
banks for deposit by their member banks and such deposits are 
practically presentations for redemption. Upon the receipt of such 
deposits the notes are carefully assorted in two ways; first as to 
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the Federal. reserve banks through which they were issued (this 

is done by means of the letters and numbers already referred to), 
and second, according to the physical condition of the notes, that 
is to say whether they are fit for continued circulation or unfit for 
circulation. | 

After such assortment the Federal reserve bank will send its own 
unfit notes to the Treasury Department for redemption and under 
a plan now in operation it will also send the unfit notes of other 
Federal reserve banks to the Treasury Department for redemption 
for the accounts of the Federal reserve banks through which they 
were originally issued. In such case, of course, a claim is made 
against the other Federal reserve banks and settlement is obtained 
through the Gold Settlement Fund. , 

The Federal reserve bank will then carry the fit notes, originally 
issued through it, as a part of its own cash or if it has a surplus 
of such notes on hand will turn them over to the agent, securing 
at the same time the release of the equivalent amount of collateral 
either in gold or paper held by the agent. The agent will then 
hold these fit notes out of circulation to be reissued upon demand | 
of his Federal reserve bank upon the same conditions as to deposit 
of collateral that were required in the case of original issues. 

The fit notes of other Federal reserve banks are forwarded for 
credit (by registered mail, insured) to the Federal reserve banks 
through which they were originally issued and upon receipt are 
treated by these banks just as the redeeming bank treated its own 
Federal! reserve notes. 

This process is practically a continuous one. Every day each 
Federal reserve bank is shipping its own unfit notes and those of 
other Federal reserve banks to the Treasury Department and is 
also shipping fit notes redeemed by it to the other Federal reserve 
banks through which such notes were originally issued. AII such 
shipments are reported daily by wire to the Federal Reserve Board 
at Washington, the accounts are cleared daily by the board, and 
wire advices of the results are sent daily to all Federal reserve 
banks, thus enabling them to make appropriate entries on their 
own books: 

As we have already stated, all Federal reserve banks realized 
from the beginning that their power to rediscount for member 
banks depended to a very great extent upon their power to issue 
Federal reserve notes and keep such notes in circulation. They 
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also realized that the rediscounting of paper for member banks 
and the issue of Federal reserve notes would be in some respects 
two separate and distinct processes. They, therefore, adopted the 
policy at an early date of putting out Federal reserve notes in 
exchange for gold or of paying out Federal reserve notes instead 
of gold whenever this could be done. Moreover, the Treasury 
Department, which at one time made large disbursements in the 
shape of gold certificates, adopted the policy of exchanging the 
certificates with Federal reserve banks for Federal reserve notes 
and paying out the latter instead. 

The wisdom of this policy has been demonstrated beyond the 
remotest question of a doubt. The public has realized that a 
Federal reserve note is to all intents and purposes as good as a 
gold certificate. It is the direct obligation of the United States 
Government, redeemable by the Treasurer in gold; it is secured by 
100-per-cent collateral, at least four-tenths of which is gold, and it 
is further secured by the fact that (together with Federal reserve 
bank notes) it is a first lien upon all of the assets of the Federal 
reserve bank through which it is issued. At first blush it might 
appear that the amendment to the Federal Reserve Act lessened the 
security behind Federal reserve notes, but the provision making 
Federal reserve notes (together with Federal reserve bank notes) 
a first lien upon the assets of the Federal reserve banks practically 
insures continuance of the security originally segregated to the 
Federal reserve note. 

It will be perfectly clear from facts already stated that there 
is no necessary direct or fixed relation between the volume of loans 
to (including rediscounts for) member banks and the volume of 
Federal reserve notes outstanding at the same time. This is 
particularly true when the note issue of the entire system is con- 
sidered. This conclusion is borne out by actual experience, as 
will be seen from the following figures taken from books of the 
Federal Reserve Bank of Richmond. In each case round amounts 
are given: 

On January 6, 1919, loans to member banks were approximately 
$104,000,000. These increased gradually until on August 11, 
1919, they amounted to $152,000,000. They then decreased rapidly 
to $103,000,000 on November 10, and stood at $118,000,000 on 
December 8. During the same year the net amount of Federal 
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reserve notes outstanding was $137,000,000 on January 6, de- 
creased gradually to $105,000,000 on August 11, and then grad- 
ually increased to $142,000,000 on December 8. 

In 1920 the loans were $125,000,000 on January 6, increased 
to $135,000,000 on August 10, and fell to $125,000,000 on Decem- 
ber 7. The net Federal reserve notes outstanding were $143,000,- 
000 on January 6, decreased to $120,000,000 on June 8, and gradu- 
ally rose to $147,000,000 on December 7. 

In 1921 the loans to member banks were $122,000,000 on 
January 11, decreased to $110,000,000 in February and March, 
then rose gradually to $125,000,000 on September 6, and again 
decreased to $99,000,000 on December 6. During the same year 
the net Federal reserve notes outstanding were $152,000,000 on 
January 11, decreased gradually to $108,000,000 on September 6, 
increased slightly in October and November and again decreased 
to $108,000,000 on December 6. 

On January 10, 1922, the loans stood at $89,000,000 and the 
net Federal reserve notes outstanding at $103,000,000. 

As will be seen from the foregoing, the tendency of loans in the 
Fifth District is to reach a low point in December and January and 
a high point in July and August; while the tendency of Federal 
reserve notes outstanding is to reach the high point in December 
and January and the low point in midsummer. In 1921, however, 
the Federal reserve notes outstanding decreased steadily through- 
out the year, with a slight increase in June and July, which was 
again lost and the lowest point during the year was reached in 
December. 

If we consider the Federal Reserve System as a whole, we find 
that between January, 1919, and January, 1922, the volume of 
Federal reserve notes outstanding was always in excess of the 
volume of loans to member banks (including the latter, paper pur- 
chased in the open market). Very broadly speaking, the two 
volumes varied together, but the variation was far from uniform. 
In January, 1919, the volume of Federal reserve notes exceeded 
the volume of loans by approximately $527,000,000. In March, 
1920, the difference was slightly in excess of $100,000,000. There- 
after, both loans and Federal reserve notes continued to increase 
until the peak of both was reached in November, 1920, at which 
time the Federal reserve notes exceeded the loans by approxi- 
mately $220,000,000. After that date both Federal reserve notes 
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and loans fell off rapidly, but the volume of loans decreased very 
much more rapidly than the volume of Federal reserve notes, until 
in January, 1922, the volume of Federal reserve notes exceeded 
the volume of loans by $1,220,000,000. The decline in the use of 
Federal reserve notes was due partly to inactivity of business, 
smaller payrolls, and lower prices requiring a smaller volume of 
currency to conduct a given physical volume of business. 

If we attempt to account for the more rapid decline of loans to 
member banks than of Federal reserve notes outstanding in 1921, 
the thought suggests itself that the variations in the total amount 
of Federal reserve notes outstanding will be more closely in accord 
with the variations in the total volume of the loans of the com- 
mercial banks to their customers than with the variations in the 
total loans of the Federal reserve banks to member banks, since 
the total of loans of Federal reserve banks to member banks repre- 
sents only that part of total loans to their customers which exceeds 
the volume they can carry on their own resources. 

The fact should not be overlooked that during the entire period 
from January, 1919, to January, 1922, the loan situation was 
greatly complicated by loans on Government securities, which, of 
course, do not vary with the seasons but from entirely different 
causes. It should also be remembered that whatever logical con- 
nection there is between the volume of loans and the volume of 
Federal reserve notes outstanding would apply to loans on agri- 
cultural and commercial paper and not to loans on Government 
securities, except in those cases in which the proceeds of loans on 
Government securities were used for agricultural or commercial 
purposes. 

As a matter of fact, our experience since the establishment of 
the Federal Reserve System has embraced such a short time and 
has been so much complicated by Government financing that we 
nave not yet had sufficient data and the right kind of data to estab- 
lish a satisfactory formula to express the relation between loans to 
member banks and Federal reserve note circulation. In the light 
of such experience as we have had the following is probably as 
near the truth as any one can get at this time. 

During the war all banks were urged by the Government of the 
United States and the Federal reserve banks to deposit the gold 
and gold certificates held by them with the Federal reserve banks 
and to use Federal reserve notes instead. The reason for this 
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request has already been fully explained—that is, to increase the 
lending power of the Federal reserve banks. The banks of the 
country were practically unanimous in their compliance with the 
suggestion and they were able to comply without sacrifice to them- 
selves. It will be remembered that because of the change in re- 
serve requirements no bank needed to keep gold or lawful money 
in its vaults, and Federal reserve notes would, therefore, serve the 
purposes of the banks just as well as the gold or lawful money. 
Moreover, Federal reserve notes could be had in any desired 
quantity, and in convenient denominations, on very short notice, 
and when not needed by the banks could be shipped directly to the 
Federal reserve banks for the credit of depositing banks, or for 
transfer to other districts. On such shipments, whether in or out, 
the Federal reserve banks bear all the cost of transportation. Such 
deposits, as we have seen, are to all intents and purposes presenta- 
tions for redemption. : 
During the war shipments of gold to foreign countries were for- 
bidden except by special permission. But no one who had occasion © 
to make such shipments and had obtained the necessary permission 
had any difficulty in obtaining gold coin or bullion from the 
Federal reserve banks. (At the same time such gold coin or bullion 
as was needed by the manufacturers of jewelry was also obtained 
without difficulty.) 

Under these circumstances gold in the shape of coin or gold 
certificates was accumulated by all the Federal reserve banks and 
Federal reserve notes took the place of gold coin and gold certifi- 
cates in circulation. 

A certain amount of currency is always needed by the public for 
the settlement of accounts by persons who do not keep bank 
: accounts, and in the many transactions in which currency is a more 
usual or convenient method of making payment. As a result it is 
probable that if all of the loans of any Federal reserve bank to its 
member banks were paid off the Federal reserve bank would still 
have outstanding a very considerable volume of Federal reserve 
notes. In such case the bank would hold gold and lawful money to 
the amount of its member banks’ reserve deposits and the Federal 
reserve agent would hold gold to the full amount of the Federal 
reserve notes outstanding. During crop-moving periods the de- 
mand for Federal reserve notes would naturally increase and it is 
probable that normally there would be a certain amount of seasonal 
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borrowing at the same time by member banks from the Federal 
reserve bank. If, in addition to this, business should become very 
active and credits very much expanded (as they were, for instance, 
during the war and just after the armistice) involving large in- | 
creases in the borrowings of member banks from the Federal 
reserve banks, there would probably be a concomitant increase in 
wages and prices and the general cost of living which would neces- 
sitate still further increases in Federal reserve note issues, to meet 
pay rolls and cash payments. | 

We think it will be perfectly evident from what has been said 
that Federal reserve note currency is highly elastic. Within any 
reasonable limits (and some are inclined to think beyond reason- 
able limits) the total amount outstanding can be increased as 
rapidly as the need for currency increases and when that need is 
satisfied the total volume will automatically decrease. There is a 
continual flow daily both into and out of all Federal reserve banks. 
When more notes are needed the outflow is greater than the inflow. 
When fewer notes are needed the process is reversed and this 
will be true as long as Federal reserve notes are redeemable on 
demand by the Treasury Department at Washington, by all twelve 
of the Federal reserve banks, and by their branches. It is clearly 
apparent that there is a limit to both normal and seasonal require- | 
ments of currency for the transaction of business, and the volume 
of currency will expand and contract in response to such require- 
ments, and the demand for credit and the demand for currency 
while related in a way, have had no fixed relation. 

Section 16 of the Federal Reserve Act provides that each 
Federal reserve bank “shall pay such rate of interest as may be 
established by the Federal Reserve Board on only that amount of 
such notes (Federal reserve notes) which represents the total’ 
amount of its outstanding Federal reserve notes, less the amount of 
gold or gold certificates held by the Federal reserve agent as col- 
lateral security,” that is upon its outstanding Federal reserve notes 
uncovered by gold. This tax, if levied, would, of course, be paid 
to the Government. Up to the present time the Federal Reserve 
Board has never imposed such a tax for the reason that all of the 
earnings of the Federal reserve banks after paying expenses and 
dividends, and providing surplus in accordance with law, are paid 
to the United States Government as a franchise tax. This feature 
of the system will be considered at greater length in future letters. 


FEDERAL RESERVE NOTE ISSUES 89 


According to the Federal Reserve Act as originally passed, 
Federal reserve notes were issued in the following denominations: 
$5, $10, $20, $50, and $100. As the Act now stands, after several 
-amendments, the following denominations are authorized in addi- 
tion to those authorized in the original Act: $500, $1,000, $5,000, 
and $10,000. 

We have been sometimes asked the question, “Why the Federal 
Reserve Bank of Richmond does not receive national bank notes 
as deposits from its member banks?” Our reason for not doing so 
is that they cannot be counted as part of our reserve, and if we 
should receive such notes on deposit we would be compelled either 
to pay them out again, that is ship them to member banks in lieu 
of Federal reserve notes when we have requests for currency, or 
ship them direct to the Treasury Department at Washington for 
redemption. Let us consider as briefly as possible what would 
happen in either case. 

As we have already seen, it is profitable to a national bank to 
issue national bank notes, provided it can keep these notes in circu- 
lation at all times. We have also seen that the demand for 
currency varies with the seasons. During a part of the year a 
larger volume is needed than during the other parts of the year. 
Many national banks experience great difficulty in keeping their 
notes in circulation at all times. Often the entire volume of 
national bank notes passes through the Treasury for redemption in 
a year. Consequently many national banks issue a much smaller 
amount in national bank notes than the law would allow them to 
issue, 

Now, if the Federal reserve bank should adopt the policy of 
receiving and paying out national bank notes, and particularly if 
it should pay incoming and outgoing transportation costs, as it 
does in the case of Federal reserve notes, it would become the 
circulating agent for all the national banks in the district, and very. 
probably for those around the border of its district. It would 
keep in circulation at all times all existing national bank notes 
and this would encourage every national bank that is not circulat- 
ing notes to the full amount of its capital stock to increase its 
circulation. 

The total capital of all the national banks in the Fifth District 
is $89,609,000. The total circulation of these same national banks 
is $61,695,000. The possible increase in national bank note circu- 
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lation if the Federal Reserve Bank of Richmond became the circu- 
lating agent is $27,914,000. The circulation of national bank notes 
under these circumstances would, of course, be effected at the 
expense of Federal reserve note circulation, and remembering that 
the maximum lending power of a Federal reserve bank is deter- 
mined largely by its ability to keep its Federal reserve notes in 
circulation, this process would easily result in such a decrease of 
Federal-reserve-note circulation as to seriously affect the lending 
power of the Federal reserve bank, and consequently its useful- 
ness to its member banks. 

On the other hand, if the Federal reserve bank should receive 
national bank notes on deposit and forward them immediately to 
Washington for redemption it would seriously affect the power of 
the national banks of the district to keep their notes in circulation. 
While the Federal reserve bank would doubtless profit by this 
arrangement, which would, of course, make room for an increase 
in its own Federal reserve note circulation, it would in all prob- 
ability inflict a serious hardship on the national banks in the district 
and practically force many of them to retire their circulation of 
national bank notes. 

In other words, for the Federal reserve bank to accept national 
bank notes on deposit and pay them out in preference to Federal 
reserve notes would diminish its own lending power and thus at 
times work an indirect hardship on national banks, while to accept 


national bank notes and present them for redemption would work a 
direct hardship on them. 


QUESTIONS AND EXERCISES 


1. What is the present status of National bank notes? 

2. What is the difference between a Federal reserve bank note and a Federal 
reserve note? 

3. What gives the elastic featuré to a Federal reserve note? 

4. How are Federal reserve notes issued and retired? 


CHAPTER IV 
BANK RESERVES 


A—A DESCRIPTION OF RESERVES AND THE 
NECESSITY FOR CARRYING THEM * 


DeErEcts in the method of keeping bank reserves under 
the old national banking system resulted in occasional 
failures to maintain the credit structure of the system 
in times of stress when conditions became unusual and 
abnormal. By a process of pooling reserves and by 
following the principle of borrowing, these defects have 
been corrected, and the plan of bank reserves which 
obtains now under the Federal Reserve System protects 
more efficiently and effectively the credit structure than 
did the plan previously followed.—[Ed. Note.] 


If we examine the deposit account of a manufacturer or mer-_ 
chant, in any commercial bank, we will find that during the 
course of the year the balance to his credit is subject to wide 
variations. At times the amount may increase slowly, but stead- 
ily, as he is receiving remittances from his customers. At other 
times the daily amount of his checks will be greater than his 
daily deposits, and his balance will decrease from day to day. 
Again, at other times, particularly when he is making considerable 
payments for goods or supplies, his balance may be comparatively 
-large on one day and exceedingly small on the next. If, there- 
fore, this single account constituted the deposit line of the bank, 
it would be necessary for the bank to carry almost the entire 
amount of his balance in actual cash, or immediately available 
funds. 
- If we take another account, even in the same line of business, 
we will find that, though it is subject to the same variations, these 
variations seldom, if ever, occur at exactly the same time. In 
other words, taking the two accounts together, the amount of 
the combined balances will vary within narrower limits than the 
balance of either account taken separately. 

* Federal Reserve Bank of Richmond, Letter No. 1, December, 1921. 
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When the number of accounts carried by the bank is large, 
the variations in the balances have a tendency to offset each other, 
and, therefore, the total deposit line varies within much narrower 
limits than each account considered by itself. Nevertheless, in 
any case there is a certain variation. No matter how large the 
bank may be, there are days in which the total amount of checks 
paid is greater than the total amount of deposits, and, conversely, 
there are other days in which the deposits exceed the checks. 

In order to be prepared for the days in which the checks ex- 
ceed the deposits, it is necessary for the bank to carry a reserve 
in actual cash in its vaults or in immediately available funds 
deposited in other banks, or preferably in both. Experience has 
shown that in a bank of average size, having a considerable num- 
ber of depositors, and particularly if these depositors represent 
a reasonable variety of business interests, the amount of reserve 
should be from 10 per cent to 20 per cent of the total deposit 
line. 

Under the National Banking System, and before the establish- 
ment of the Federal Reserve System, the following reserves were 
required to be carried by national banks: 


(1)—If located in a central reserve city (New York, Chi- 
cago, or St. Louis), 25 per cent of all deposits, the entire 
reserve to consist of lawful money in the vaults of the bank. 

(2)—If located in a reserve city, 25 per cent of all de- 
posits, not less than one-half of the reserve to consist of 
lawful money in the vaults of the bank, and the remainder 
to consist of balances kept with approved reserve agents in 
central reserve cities. 

(3)—If not located in a central reserve or reserve city, the 
required reserve was 15 per cent of all deposits, at least two- 
fifths to consist of lawful money in the vaults of the bank 
and the remainder of balances with approved agents located 
in reserve. or central reserve cities. 


In case of necessity—that is to say, to meet unexpected fluctua- 
tions in its deposits—the bank was allowed to draw on these re- 
serves, but in case the reserve of a bank fell below the percentage 
fixed by law, as above, the bank was forbidden to make new 
loans, or to pay dividends until its reserve was restored. 

This reserve system worked very well in ordinary times, and 
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under normal conditions, but it proved entirely inadequate to 
meet unusual conditions, particularly when the conditions were 
exceptional, or such as to arouse apprehension in the minds of 
depositors, and cause them to make large demands. It will be 
interesting and profitable to inquire into some of the causes of 
the occasional failure in the reserve scheme of the old National 
Banking System. 

As will be seen, by no means all of the reserves of all banks 
consisted of actual money. The central reserve city banks were 
required to carry reserve entirely in lawful money. The reserve 
city banks could carry one-half in lawful money and the other 
half in balances in central reserve cities. Against these bal- 
ances, the banks in the central reserve cities carried 25 per cent 
in lawful money, so that the 25 per cent theoretical reserve of the 
reserve city bank was only 12% per cent cash in its own posses- 
sion and 3% per cent (% of 12% per cent) cash in the hands of 
a central reserve city bank, making a total of 1554 per cent in 
actual cash. 

In the case of a country bank (one not located in a reserve or 
central reserve city) the discrepancy was even greater. As the 
problem is rather more complicated than the preceding one, we 
will take a concrete example. 

Against a deposit of $1,000, the country bank was required 
to carry a reserve of 15 per cent, or $150. Of this amount, 
$60 had to consist of lawful money in the vaults of the bank, and 
the remainder, $90, could be represented by a balance on deposit 
in a reserve city bank. Against this deposit of $90 the reserve 
city bank had to carry a reserve of $22.50, of which $11.25 had 
to be in lawful money in its own vaults, and the remainder, 
$11.25, could be a deposit in a central reserve city bank which 
in turn had to maintain a reserve against it of $2.81 in lawful 
money in its own vaults. 

We see, therefore, that against the original deposit of $1,000 
in the country bank there were three actual cash reserves set up 
($60, $11.25, and $2.81, respectively), amounting to $74.06, or 
7.4 per cent of real reserve held against the deposit, instead of 
the theoretical 15 per cent. 

In case the country bank kept its reserve with a bank in a 
central reserve city, the total cash reserve against the original 
deposit was 8% per cent, instead of 15 per cent. This, however, 
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was by no means a general practice. The interest rate paid by 
reserve city banks is, and has always been, higher than the interest 
rate paid by central reserve city banks, for obvious reasons. Con- 
sequently, the tendency always was for the country bank to keep 
its reserve as far as it could in reserve city banks, rather than 
in central reserve city banks. 

The practice of paying interest on reserve deposits was pro- — 
ductive of a number of evil consequences, some of which will be 
discussed later. 

There was a second serious defect in the system as it was 
operated. Country banks and banks in reserve cities were allowed 
to count as part of their reserve balances in certain other banks, 
as has been stated. The fact that the law did not specify that 
these should be realized balances, that is, funds actually collected 
and available, according to the books of the banks in which they 
were kept, made it possible for a bank to accumulate a number 
of items acceptable to its reserve agent, dispatch them by mail 
to the reserve agent, and immediately charge the account of the 
reserve agent, not waiting until the agent had had an opportunity 
to turn the items into cash, or even until the items had reached 
the hands of the reserve agent. In other words, the country 
bank, or the reserve city bank, was allowed to count as reserve 
a claim shown by its own books against its reserve agent, which 
frequently was not in such shape as to be available for use in 
making actual payment to its own depositors. 

There was a third and even more serious weakness in the sys- 
tem, which invariably manifested itself in time of trouble, or 
when conditions became unusual and abnormal. The percentages 
fixed by law were adequate for ordinary times and to meet ordi- 
nary conditions. They were entirely inadequate to meet 
extraordinary conditions. This fact was generally known by well- 
informed and prudent bankers, and, consequently, whenever un- 
usual conditions were expected every bank hastened to protect 
itself by increasing its cash in vault and its immediately available 
balances with other banks to a point beyond its required reserve. 
This was naturally done by borrowing from correspondents, or 
by calling on customers to pay loans. It is manifest, therefore, 
that the very efforts made by prudent bankers to protect them- 
selves had the inevitable result of accentuating the conditions 
that were producing the trouble. In fact, such justifiable pro- 
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_tective efforts on the part of prudent bankers did, in a number 

of instances, actually so aggravate the already disturbed situation 
as to precipitate conditions of panic. 

Our experience with life insurance has taught us that anyone 
who undertakes to insure the life of a single person is engaged 
in a very hazardous’gambling operation, while the company that 
writes insurance on hundreds of thousands of lives, basing its 
premiums on the law of averages, is engaged in a perfectly safe 
business, and one in which can be foreseen with remarkable ac- . 
curacy the number and amounts of the claims which will have 
to be met in a certain period. 

We have seen that, while the demands for actual cash made 
by a single customer of a bank will vary from day to day between 
wide limits, the requirements of a large number of customers 
may offset each other. We have seen'that the larger the number 
of depositors a bank has, the narrower the limits of the variation 
will be. If, therefore, the reserves of a large number of banks 
could be pooled and arrangements could be made whereby the 
temporary surplus of one bank could be safely used to meet the 
temporary requirements of another bank, the total variation could 
be confined to still narrower limits. Following out this line of 
reasoning, if the reserves of all or even a great part of the banks 
could be pooled, and the surplus resulting from seasonal opera- 
tions in one part of the country could be used to meet the tempo- 
rary requirements of another part, the variation, taken as a whole, 
would be reduced to the narrowest possible limits. 

Let us now consider what has been accomplished in this direc- 
tion, that is, in pooling the reserves of the banks of the country, 
by the establishment and operation of the Federal Reserve System. 
When the twelve Federal reserve banks were established and 
opened for business, each bank was assigned a certain territory 
and all national banks were required to become members of the 
Federal reserve bank of the territory in which they were located. 
State banks having the amount of capital which would be required 
of national banks located in the same cities or towns were allowed 
to become members if they wished to do so and could meet certain . 
reasonable requirements. 

The Federal Reserve Act as originally passed recognized the 
principle that reserves should be pooled and that consequently the 
percentage of reserves necessary to be maintained against deposits 
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could safely be reduced. Accordingly, deposits were distinguished 
as “demand” and “time” deposits, different reserves being required 
to be set up against each and varying according to whether the 
bank ‘was located in a central reserve city, in a reserve city, or 
in neither, except that the reserve required against “time” deposits 
was the same in all cases. 

A schedule was laid down in the original Act defining the por- 
tion of the reserve which each class of banks should immediately 
deposit in their respective Federal reserve banks, the portion 
which each class was allowed to keep in its own vaults in lawful 
money, and—in the case of reserve city and country banks—the 
portion of reserve which could consist of balances with approved 
agents. Under this schedule, which was to have extended over 
three years and to have been completed November 16, 1917, pro- 
vision was made for the periodical transfer of the reserves from 
approved reserve agents to the Federal reserve banks; but on 
June 21, 1917, an amendment to the Act became’ effective which 
simplified the whole matter by repealing the original reserve 
requirements and substituting therefor the following: 


- (1) Member banks in central reserve cities are required to maintain 


reserves of 13 per cent against demand deposits and 3 per cent against time 
deposits. : 


(2) Member banks in reserve cities are required to maintain reserves of 
10 per cent against demand deposits and 3 per cent against time deposits. 

(3) All other member banks are required to maintain reserves of 7 per 
cent against demand deposits and 3 per cent against time deposits. 


The effect of the amendment is to require member banks to 
keep the above reserves on deposit in their respective Federal - 
reserve banks in the form of realized balances; neither balances - 
in other banks nor cash in vault (till money) may now be counted 
a part of the required reserves. 

Under the reserve requirements of the National Bank Act, be- 
fore the Federal Reserve System was established, and under 
the reserve requirements of the Federal Reserve Act as originally 
passed, a portion of the reserve of each bank had to be kept in 
lawful money in the vaults of the bank. Since a good deal of 
the money in actual circulation (such as National bank notes, 
Federal reserve notes, etc.) is not classed as “lawful money,” 
though it circulates freely on the same basis as gold or lawful | 
money, it was necessary for all national banks (and later mem- 
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ber state banks) to keep the currency in their vaults carefully 
assorted, to retain lawful money as reserve, and to pay out other 
kinds of money wherever possible. When the amendment of June 
21, 1917, was passed, it was realized that it would still be neces- 
sary for all member banks to keep on hand a certain amount of 
cash to meet daily requirements, but, since none of this cash 
was to be counted as part of the bank’s required reserve, each 
bank could determine for itself just how much or how little it 
needed to carry and was relieved of any necessity of separating 
different kinds of money held as cash. Moreover, owing to the 
fact that much less currency is needed in certain localities at cer- 
tain times of the year than at others and to the improved facilities 
for getting currency promptly from Federal reserve banks or 
branches, it is fair to assume that under the new arrangement 
much less vault cash has to be carried by banks generally than 
was the case under either of the previous plaris. 

We have, up to this point, noted four effects of the reserve 
plan as it operates under the Federal Reserve Act, namely: (1) 
different kinds of deposits have been distinguished; (2) the per- 
centages of reserves required against deposits have been reduced ; 

(3) the amount of actual money which member banks carry in. 
their own vaults is now determined by their own needs and is 
independent of legal requirements; (4) the required reserves. of 
member banks have been centralized in their respective Federal 
reserve banks and made to consist of realized balances as shown 
by the books of the Federal reserve banks. 

It should now be added, however, that not only are all the 
reserves of all the member banks pooled in the reserve bank of 
their Federal reserve district, but, as a matter of fact, the Federal 
Reserve Act has actually established a pool of all the reserves in 
the entire twelve Federal reserve districts. This has been done 
by providing that any Federal reserve bank, when running low 
in its own reserves, may rediscount with other Federal reserve 
banks, so that surplus money in one part of the country can be 
made immediately available in some other section. This phase 
of the subject will be taken up in greater detail when we discuss 
the subject of rediscounts. 

We shall now discuss the question of the practical value to a 
member bank of its reserves under the Federal Reserve System 
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as compared with their practical value under the old National 
Banking System. i 
Under the reserve system which existed before the establish- 


ment of the Federal reserve banks, each bank (though forbidden 


to make new loans or to pay dividends while its reserve was de- 
ficient) was allowed to use its reserves in case of necessity, the 
extreme limit of such use being, of course, the exhaustion of 


the reserves. Under the new system, by which all the reserves © 


of the member banks in a Federal reserve district were pooled in 
the shape of deposits with the Federal reserve bank of that district, 
it is obvious that some other method had to be resorted to in 
place of the direct use of reserves. Even if each member bank 
had been allowed to check against its own reserve balance until 
that balance was exhausted, it could not have been permitted to 
go further because additional checking would result in an over- 
draft on the books of the Federal reserve bank. This would have 
been about the worst method of allowing one member of a pool 
to use the money of another member that could have been devised, 
because it is the one least susceptible of proper control. There- 
fore, the only way by which a member bank in case of necessity 
could be allowed to make use of its own reserve and the unused 
reserves of other member banks was by means of a loan or loans 
from the Federal reserve bank to the member bank. There is 
another reason why loans had to be resorted to instead of allowing 
the direct use of the reserve by the member bank, which will be 
referred to and explained later. 

It is true that under the present law member banks are allowed 
to check upon their reserves with the permission of the Federal 
Reserve Board and under regulations made by the board. This, 
however, is intended to cover unavoidable and exceptional cases, 
and, while the Federal Reserve Board has granted such permis- 
sion, it has also imposed a penalty for deficiency in reserve equal 
to interest at a rate 2 per cent higher than the current rate for 


rediscounting ninety-day commercial paper. Moreover, in some 


cases, particularly in districts where member banks have shown a 
tendency to avail themselves too freely of this emergency privilege, 
the board has authorized the imposition of progressive penalties, 
that is, penalties greater and greater with each successive case of 
reserve deficiency during a specified period. ! 

Having established the principle of borrowing from the Federal 
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reserve bank instead of checking against a reserve balance, let us 
consider what advantage is enjoyed by the metuber banks over 
the practice under the previous system. Under the old system 
when a member bank had reached the end of its own reserve it 
could go no further. Let us see how far it cam go under the 
new system, and in order to do this it may be well to take a 
concrete example. 

The reserve balances of the 624 member banks of the Federal 
Reserve Bank of Richmond amount to more than $50,000,000. 
The Federal Reserve Bank is itself required by law to maintain 
a reserve of 35 per cent against deposits of its member banks, 
Setting aside this 35 per cent, it would have a fund of $32,500,000 
to lend to such of its member banks as needed. Now, it is a fact 
that even under the most trying circumstances that have existed 
during the period of the war not all of the member banks found 
it necessary to borrow from the Federal Reserve Bank at the 
same time. This is due to the fact that the business of the various 
banks is much diversified, the customers of some member banks 
requiring assistance at one time of the year, while the customers — 
of others require assistance at some other time of the year. 
Moreover, many of the member banks are in the agricultural 
section and have their period of greatest expansion beginning in 
the spring, increasing through the summer, and culminating in the 
fall, at which time crops are sold and debts are paid. In other 
sections the manufacturing interests predominate and their periods 
of borrowing alternate with the borrowing periods. of the agricul- 
tural banks. It would seem, therefore, that even without redis- 
counting with other Federal reserve banks and without any other 
method of expansion, the pooling of reserves has accomplished 
a great good. There is, however, another very important factor 
in the case and one the operation of which was made possible by 
the adoption of the principle of lending against reserves rather 
than allowing reserves to be checked upon. 

Each Federal reserve bank has the power under the supervision 
of the Federal Reserve Board to issue Federal reserve notes. 
These notes are obligations of the United States Government, but 
are issued by the Federal reserve banks which become primarily 
liable for their payment. _They are issued through the Federal 
reserve agent, who is for that purpose the representative of the 
Government in the Federal reserve bank. When Federal reserve 
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notes are delivered to the Federal reserve bank by the Federal 
reserve agent, the bank must deposit with the agent as collateral 
- for the repayment of the notes 100 per cent of the amount re- 
ceived in gold or paper (notes, drafts, and bills of exchange which 
it has rediscounted for member banks) or both, provided that in 
all cases at least 40 per cent of the security must be in gold. If, 
therefore, a Federal reserve bank upon making a loan to a member 
bank can pay out its Federal reserve notes instead of gold ia 
exchange for the paper which it received from the member bank, 
it can lend just two and a half times as much to the member bank. 

For example, $100,000 in gold in the hands of a Federal reserve 
bank may be the basis of a loan to a member bank, secured by 
a like amount of eligible paper, in any sum from $100,000 to 
$250,000, according to the extent to which gold or Federal reserve 
notes are passed out to the member bank in payment of the pro- 
ceeds of the loan. If the total proceeds are paid in gold, then the 
maximum amount of the loan can be only $100,000; but if the total 
proceeds be paid in Federal reserve notes, then the maximum 
amount of the loan can be increased to $250,000. In order to 
obtain this $250,000 of Federal reserve notes, the Federal reserve 
bank would deposit with the Federal reserve agent the $100,000 in 
gold and $150,000 of the eligible paper, retaining the balance. 
The Federal reserve agent would thus have $250,000 in security 
for that amount of Federal reserve notes issued by him, 40 per cent 
of this security being in gold and 60 per cent being in eligible paper. 

It is manifest that with $50,000,000 of member banks’ deposits 
the Federal reserve bank is able to maintain its required reserve 
of 35 per cent, and by the use of Federal reserve notes its lending 
power is increased from the remaining $32,500,000 to $81,250,000. 

In many of the discussions of the merits of the reserve system 
now in force as compared with that which formerly existed, critics 
of the Federal Reserve System have assumed that it is incumbent 
upon the defenders of the system to show that the present reserve 
requirements are less costly to the member banks than were the 
former reserve requirements. By costly we mean whether under 
the new system a member bank is required to keep more or less of 
its funds impounded or unavailable for use in making loans. When 
we consider that the old system was abolished and the new system 
substituted in its place, not as a matter of economy, but because of 
the inefficiency of the old system, as was evidenced by the fact 


BANK RESERVES a 101 


that it frequently broke down under strain, it will be realized that 
the question of relative costs is immaterial. Nevertheless, such an 
inquiry is, of course, interesting. 

It is very difficult, if not impossible, to compare the cost (in the 
shape of money set aside for reserve purposes) in the new system, 
under which a reserve must consist of a realized balance in a 
Federal reserve bank, with the cost in the former system, under 
which in some cases reserve consisted partly of lawful money in 
the vaults, of the banks and partly of balances with approved 
reserve agents, unless it is assumed that these balances were real, 
that is, that they consisted of collected balances. It is a notorious 
fact that under the old system such balances frequently had no 
actual existence, but were represented on the books of the bank 
supposed to be maintaining the reserve by charges for items dis- 
patched to the reserve agent; in some cases before they could be 
collected by the reserve agent and in others before the items were 
actually received by the reserve agent. The frequent breakdowns 
of the old system were partly due to this practice to which refer- _ 
ence has already been made. 

If, however, the assumption is allowed that the balances with 
the approved reserve agents had to be actual, collected balances, 
it is a simple matter of mathematical calculation to see that the 
new system necessitates the impounding of much less money than 
the old. 

For instance, the country bank was formerly Peraet to carry 
reserves amounting to 15 per cent on all deposits. Two-fifths of 
the total reserve had to be in lawful money in the vault of the 
bank and the remaining three-fifths could consist of balances with 
approved agents in central reserve or reserve cities. On these 
balances interest was paid—generally at 2 per cent in central 
reserve, and 3 per cent in reserve cities. Under the new system 
this same bank is required to carry reserves of 7 per cent against 
demand deposits and 3 per cent against time deposits. Assuming 
that demand and time deposits of the country bank are approxi- 
mately equal, the total reserve would average 5 per cent against 
all deposits. Then making a liberal allowance for the amount of 
cash which the country bank has to carry in its own vault to meet 
its daily requirements, it will be seen that the amount released to 
be loaned at 6 per cent would yield a greater income than was 
derived from interest on balances with approved reserve agents. 


'y 
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Moreover, this is by no means the whole story. Under the old 
system, when trouble was anticipated prudence required the accu- 
mulation of reserves frequently far beyond the point required by 
law. Under the new system, the country bank, after setting aside 
. the amount which it must carry with its Federal reserve bank and 
after providing for the amount of vault cash which experience 
has shown to be sufficient considering the season of the year and 
local requirements, the remainder can be loaned out without fear. 
Moreover, under the new system the vault cash can be replen- 
ished on very short notice and with absolute certainty, and the 
reserve with the Federal reserve bank can be restored with equal 
promptness by the rediscounting of eligible paper with the reserve 
bank. Whenever a bank claims that it has to keep more of its 
funds unavailable under the Federal Reserve System in order to 
handle its business than it had to keep under the old system, it is 
due to one fact alone—that is, it permits its customers to use funds 
in the process of collection before they become available to the. 
bank itself. . 

There is one point of extreme importance which should not be 
lost sight of in comparing the operation of the new sys‘em with 
the operation of the old. Under the old system banks were posi- 
tively forbidden to make new loans (or to pay dividends) while 
their reserves were deficient. Under the new system they are 
forbidden to make new loans or to pay dividends while their 
reserve balances with the Federal reserve bank are deficient, but 
as we have seen, under the new system banks are expected, instead 
of using their reserves in case of emergency, to rediscount with 
their Federal reserve banks and keep their reserves intact. In 
other words, the act of rediscounting with a Federal reserve bank 
under the new system is to some extent equivalent to using a part 
of the reserve under the old system. It should be borne in mind 
that under the new system banks have the right to rediscount with 
each other and the privilege of rediscounting: with the Federal 
reserve bank is an added but not a substitute privilege. 

Under the old system, as soon as a bank found it necessary to 
use a part of its reserve the law placed a check upon its operation 
by prohibiting new loans. Moreover, when it had exhausted its 
reserve another sort of check was immediately experienced. The 
effect of these checks was frequently serious and occasionally 
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disastrous, but they were very positive checks and effectually pre- 
vented expansion of credit beyond a certain point. 

Under the new system, under which in a certain sense redis- 
counting with the Federal reserve bank is the equivalent of going 
into the reserve under the old system, the Federal Reserve Act 
places no definite limit upon the amount which a Federal 
reserve bank may rediscount for a member bank. Therefore, it 
is obvious. that unless the Federal Reserve System provides some 
restraining influence upon a member bank rediscounting with it, 
to take the place of the restraining influence formerly exerted by 
the law forbidding new loans when reserves were invaded, it 
might easily happen that the new system would lead to conse- 


quences even more disastrous than were possible under the old ~ 


system. Just what these restraining influences are and how they 
are applied will be discussed when we come to consider redis- 
counts for member banks. 


B.—A STUDY OF RESERVE REQUIREMENTS * 


Any drastic reform abruptly applied to a money sys- 
tem after it has become well adjusted and is operating 
smoothly is likely to precipitate serious disaster. With 
this in mind, the framers of the Federal Reserve Act 
provided for the gradual transfer of the reserves of 
member banks to their respective Federal reserve banks 
and for the gradual reduction in absolute reserve require- 
ments as well. Now that the Federal Reserve System 
has become well established and member banks have ad- 
justed themselves to the new order of things, there is 
a question as to whether or not the reserve requirements 
may safely be reduced still further—[Ed. Note.] 


Balances Required to be Kept With Federal Reserve 
Banks. Upon the opening of the Federal reserve banks on 
November 16, 1914, member banks in central reserve cities were 
required to deposit immediately with them seven-eighteenths of 
the reserves required to be kept by them under the provisions of 
the Federal Reserve Act. Moreover, this requirement was to 
have been permanent after November 16, 1917, Member banks 

“Federal Reserve Bank of Richmond, Letter No. 18, June, 1925. 
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in reserve cities and country member banks, however, were re- 
quired to build up their balances with Federal reserve banks on 
an ascending scale, corresponding exactly with the diminishing 
scale upon which balances with correspondents were allowed to 
be counted as parts of required reserves. 

From November 16, 1914, to November 16, 1915, member 
banks in reserve cities were required to carry three-fifteenths of 
their required reserves with their Federal reserve banks. On No- 
vember 16, 1915, the proportion was increased to four-fifteenths. 
On May 16, 1916, the proportion was increased to five-fifteenths, 
and on November 16, 1916, the proportion was increased to six- 
fifteenths, at which it was to remain permanently. 

Country banks were required to deposit with Federal reserve 
banks on November 16, 1914, two-twelfths of their required re- 
serves. On November 16, 1915, the proportion was increased to 
three-twelfths. On May 16, 1916, the proportion was increased 
to four-twelfths, and on November 16, 1916, the proportion was 
increased to five-twelfths, at which figure it was to have remained 
permanently. 

In other words, the framers of the Federal Reserve Act pro- 
vided for a gracual transfer of reserve balances from approved 
reserve agents to Federal reserve banks, allowing a period of 
three years for the completion of the transfer. This arrange- 
ment was a very wise one and was productive of practically no 
confusion or embarrassment: Not only was the transfer spread 
over a considerable period of time, but every one knew in ad- 
vance upon what dates changes were to be made, as well as the 
exact extent of such changes. The banking and business world, 
therefore, was able to make proper preparation in ample time. 

If any mistake was made with reference to this particular mat- 
ter, it was in this circumstance: Whereas the building up of bal- 
ances required to be kept with Federal reserve banks was extended 
over a period of two years, divided into three sub-periods (No- 
vember 16, 1914; November 16, 1915; May 16, 1916; and No- 
vember 16, 1916), the reductions from the reserves required by 
the National Bank Act to those required by the Federal Reserve 
Act went into effect immediately upon the organization of the 
Federal reserve banks. As a consequence, member banks in re- 
serve cities and country member banks obtained the full benefit 
of the reduced reserve requirements on November 16, 1914. 
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Their required deposits with Federal reserve banks were very 
cheerfully made at that time. One year later, when -balances 
with Federal reserve banks had to be increased without any ap- 
parent offset, there was some grumbling. This grumbling was 
rather more general on May 16, 1916, when the second increase 
went into effect, and very much more general than it should ever 
have been on November 16, 1916, when the third and final in- 
crease went into effect. No harm of any consequence resulted, 
but many persons were of the opinion that the adjustments neces- 
sary to the completion of the reserve-requirement program would 
have been accepted with better grace had the reduction in reserve 
requirements been made on a gradual scale to correspond with 
_ the increasing requirements as to balances. with Federal reserve 
banks. 

The Amendment of June 21, 1917. During the two years 
which elapsed betweeen the dates upon which the initial and final 
installments of reserves were deposited with the Federal reserve 
banks ample opportunity had been afforded for a thorough and 
careful study of reserve requirements in the light of the actual 
experience of the various Federal reserve banks. Contributions 
to this study were made not only by the Federal Reserve Board 
and its staff of experts but also by many persons employed in a 
number of Federal reserve banks. We have already referred to 
the action which prompted the framers of the Federal Reserve 
Act to make changes gradually and conservatively, especially with 
reference to the transfer of balances representing parts of re- 
auuittd reserves from approved reserve agents under the old 
National Bank Act to the Federal reserve banks. Indeed, while 
the last installment of reserves required to be kept in Federal 
reserve banks was made on November 16, 1916, it was not until 
November 16, 1917, that balances with approved reserve agents 
could no longer be counted as parts of required reserves. During 
that period of one year country banks could maintain two-twelfths 
- of their required reserves in the shape of such balances, and 
reserve city banks could maintain three-fifteenths of their required 
reserves in similar balances. 

The same spirit of conservatism was shown by the framers of 
the Act in establishing new reserve requirements, which were not 
radically and entirely different from the old requirements of the 
National Bank Act. It was contemplated that after November 16, 
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1917, while balances with banks other than Federal reserve banks 
could not be counted by any bank as a part of its reserve, the re- 
serves which it was required to keep were divided in each case 
into three parts. One part must consist of lawful money in the 
vault of the member bank; another part must consist of a realized 
balance to the credit of the member bank on the books of the 
Federal reserve bank; and the remainder of the required reserve 
might be either in vault cash (lawful money) or in a reserve bank 
balance. The following is the scale laid down in the Act for the 
three classes of member banks: 


In central reserve cities: 


Vault cash, 6/18 
Federal reserve bank, 7/18 
Optional, 5/18 
In reserve cities: 
Vault cash, 5/15 
Federal reserve bank, 6/15 
Optional, 4/15 
In all other places: 
Vault cash, 4/12 
Federal reserve bank, 5/12 
Optional, 3/12 


In other words, while it appeared that great advantage was to 
be gained by pooling reserves in Federal reserve banks, the fram- 
ers of the Federal Reserve Act were not willing to rely entirely 
or even chiefly upon pooled reserves but required every bank to 
carry in the shape of lawful money in its own vault at least one- 
third of the total reserve which it was required to keep. The 
thorough and extensive studies of the subject already referred to 
had the effect of satisfying a gradually increasing number that 
still further changes could be made in reserve requirements which 
would involve on the one hand the impounding of a smaller vol- 


ume of actual money and on the other greater elasticity and more | 


safety than could be expected from the original provisions of 
the Act. 


In its report for 1916 the Federal Reserve Board says: 


The final installment of member banks’ obligatory reserves, amounting to 
about $60,000,000, was paid into the Federal Reserve Banks by their 
members on November 16, 1916. Under the provisions of the Federal 
Reserve Act about $250,000,000 of reserves were paid into the Federal 
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Reserve Banks immediately upon their organization. The Act provided 
that subsequent reserve payments should be made at intervals of six months, 
and accordingly on May 16, 1915, November 16, 1915, May 16, 1916, and 
November 16, 1916, additional percentages of reserves were transferred. 
Due partly to these regular transfers of reserves, as required by law, and 
partly to the increase of member bank deposit liabilities as well as to the 
change in vault requirements provided by the act of September. 7, 1916, the 
money stock of Federal Reserve Banks has been greatly increased. . 

No further payments are now compulsory, but from and after November 
16, 1917 (or earlier if the board’s suggested amendment should be adopted), 
balances with reserve agents in reserve and central reserve cities will no 
longer count as member banks’ reserves, and members will be required to 
build up either their vault cash or their balances with Federal Reserve 
Banks sufficiently to cover the required reserves heretofore carried as 
balances with correspondents. 

In a press statement dated November 28 [1916] the Board announced that 
Congress would be asked to move forward the date when balances with 
correspondent banks in reserve and central reserve-cities shall no longer 
count as member bank reserves, and suggested that the date originally fixed 
for November 16, 1917, be advanced to some time in February or March. 
There are several good reasons for urging this change upon the immediate 
attention of Congress. The United States has today a plethora of goid. 
While the Board does not believe that further importation of gold will of 
necessity prove a source of danger or disturbance, it nevertheless believes 
it desirable, in order to avoid possible danger and misconception of the 
situation, to call particular attention to the actual reserve conditions and to 
make clear that the inflowing gold should be controlled and not be permitted 
to become the basis of abnormal loan expansion. 


As an exhibit attached to its report for 1916 the board published 
several amendments to the Federal Reserve Act which it had sug- 
gested to Congress. One of these, submitted in December of 1916, 
was, with possibly some few alterations, enacted by Congress and 
became effective June 21, 1917. This amendment made radical 
changes in reserve requirements. First: it reduced reserve re- 
quirements for all three classes of member banks—those in central 
reserve cities from 18 per cent to 13 per cent on net demand de- 
posits and from 5 per cent to 3 per cent on time deposits; those 
in reserve cities from 15 per cent to 10 per cent on net demand 
deposits and from 5 per cent to 3 per cent on time deposits; all 
other member banks from 12 per cent to 7 per cent on net demand 
deposits and from 5 per cent to 3 per cent on time deposits. Sec- 
ond: it provided that all required reserves should be eesraied by 
realized balances in Federal reserve banks. 

The amendment to the Act had the effect of gaining for mem- 
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ber banks all possible advantages to be derived from the pooling. 
of reserves, and in lowering reserve requirements it undertook to 
release for each class of bank an amount sufficient to cover the 
vault cash requirements of the respective member banks. More- 
over, while it was recognized that every bank would be compelled 
to carry some vault cash at all times, it was known that the amount 
necessary to be carried would vary not only as between banks in 
central reserve cities, banks in reserve cities, and country banks, 
but actually between banks in the same classes of cities or in the 
same cities, according to the varying character of business trans- 
acted by the banks. Further still, it was known that the cash re- 
quirements of many banks would vary not only with the seasons 
but from week to week, or even from day to day. The new ar- 
rangement, therefore, had the additional advantage that each mem- 
ber bank could determine for itself at any time or at all times just 
how much or how little cash it should carry in its own vaults and 
that this cash, instead of consisting entirely or largely of lawful 
money, could consist of whatever kind of money the bank pre- 
ferred to carry. 

Almost eight years have elapsed since the amendment of June 
21, 1917, went into effect and there has been ample time in which 
to test in many ways the adequacy of the new reserve require- 
ments. On April 6, 1917, the United States entered the World 
War, which did not terminate until a little more than a year and a 
half after that date. After the armistice, as every one knows, we 
went through a period of great inflation, followed by another 
period of partial, if not complete, deflation. Many circumstances, 
both nation-wide and world-wide, have occurred to test our bank- 
ing system under the new reserve requirements, and it has stood 
the test in every respect. 

We are now in a position to make a comparison between the 
three systems of reserve requirements. To that end we have 
taken the net demand deposits and the time deposits of all mem- 
ber banks in the United States as of December 31, 1924, as shown 
by the report of the Comptroller of the Currency for national 
banks, and by a similar report issued by the Federal Reserve 
Board for state bank members. On the basis of these figures we 
have constructed three tables, which are published as a part of this 
letter. In each table we have divided member banks into six 
groups: national banks in central reserve cities, state members in 
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central reserve cities, national banks in reserve cities, state mem- 
bers in reserve cities, national banks in towns and cities other 
than reserve or central reserve cities, and state bank members in 
towns and cities other than central reserve and reserve cities. 

Table No. 1 shows separately for each of the six classes and as 
a total the reserves which would have been required of member 
banks on December 31, 1924, under the provisions of the National 
Bank Act prior to the passage of the Federal Reserve Act. 

Table No. 2 shows separately for each of the six classes and as 
a total the reserves which would have been required of member 
banks on December 31, 1924, under the original provisions of the 
Federal Reserve Act. 

‘Table No. 3 shows separately for each of the six classes, and as 
a total the reserves actually required on December 31, 1924, under 
the existing provisions of the Federal Reserve Act. Ina separate 
column in this table is shown for each class of banks and as a total 
the working cash actually maintained by these banks on Deceimnber 
31, 1924, as shown by the statements above referred to, and in 
each case the working cash is added to the required reserve, on the 
theory that, though not required by law, a certain amount of 
working cash was necessary for each bank and presumably each 
bank had reduced its working cash to the lowest point consistent 
with safety and convenience. (See pp. 117-121.) 

Each table is so arranged and printed that it is practicable to 
compare not only the final results of each system of reserve re- 
quirements, but also many interesting details. 


Other Important Features of the Amendment of June 21, 
1917. The ability of our banking system to stand much more 
severe tests with so much less actual reserve lies in the efficiency 
of the new system with its improved plan of pooling reserves and 
its increased facilities for expanding and contracting credit as 
occasion requires. We will now consider the increased facilities of 
the Federal reserve banks for expanding credit when necessary. 
These increased facilities arise from two circumstances brought 
about by the amendment: first, the new reserve requirements illus- 
trated in Table No. 3 tend to encourage the concentration of gold 
in Federal reserve banks; and second, certain features of the 
amendment not yet referred to in this letter enable Federal re- 
serve banks to make full use of the impounded gold when it be- 
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comes necessary to expand credit to meet emergencies or special 
conditions. We will consider these two features separately. 
The Concentration of Gold in Federal Reserve Banks. 


Under the original provisions of the Federal Reserve Act mem- 


ber banks were required to carry certain portions of their required 
reserves in their own vaults and were allowed to carry in the same 
way certain additional portions of their required reserves. What- 
ever portion of its required reserve each bank carried in its own 
vault had to be in the shape of gold or other lawful money. Con- 
sequently, from the point of view of the member bank a material 
distinction was made between lawful money (gold, gold certifi- 
cates, silver certificates, Treasury notes, greenbacks, and silver 
coin) which could be counted as reserve and other forms of money 
(national bank notes and Federal reserve notes) which could not 
be counted as reserve. As an inevitable consequence every mem- 
ber bank had to discriminate between lawful money and other 
forms of currency, and in this process of discrimination it nat- 
urally requested shipments of money in the form of lawful money, 
and shipped to its Federal reserve bank or paid out over its counter 
those forms of money which could not be counted by it as a part 
of its required reserve. Not only did this general practice tend to 
concentrate lawful money (particularly gold and gold certificates ) 
in the vaults of member banks, but it tended to promote the cir- 


culation of lawful money to the exclusion of Federal reserve notes 


and national bank notes. Under the amended Federal Reserve 
Act, which requires member banks to keep all of their reserves 
(but in a materially decreased amount) with Federal reserve 
banks and which makes no stipulation as to the kind of money 
which a member bank may carry in its vault, the situation is en- 
tirely altered. As long as Federal reserve notes are freely ac- 
cepted by the public (and since they are and always have been ex- 
changeable for gold or lawful money on demand, there has been 
no reason why they should not be freely accepted) and as long as 
vault cash can consist of any form of good money, no bank has 
any preference for one form of money over another, and the wide 
circulation of Federal reserve notes has been greatly facilitated. 
As a consequence, not only have Federal reserve banks been able 
to accumulate greater quantities of gold and lawful money in their 
own vaults, but far less gold and lawful money has been out- 


—— 
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standing in the pockets of the people and in the tills of the mer- 
chants.) . 

Improved Facilities of Federal Reserve Banks For Extend- 
ing Credit When Necessary. Under the original provisions of 
the Federal Reserve Act, Federal reserve notes could be issued 
only against eligible and commercial paper, in addition to which 
Federal reserve banks were required to hold a gold reserve of 40 
per cent against outstanding Federal reserve notes. Under the 
provisions of the amendment of June 21, 1917, Federal reserve 
banks can issue Federal reserve notes against 40 per cent of gold 
and 60 per cent of eligible paper. The effect of this change is to 
enable Federal reserve banks to make full use of the gold accumu- 
lated in their vaults as a basis of credit to member banks. 

Under existing conditions there are in effect two large classes 
of depositors in Federal reserve banks—the member banks with 
their deposits of required reserves, and the holders of Federal re- 
serve notes. In effect the holder of a Federal reserve note under 
existing law is in fact a holder of a demand certificate of deposit 
of a Federal reserve bank, which certificate is secured by a special 
deposit with the Federal reserve agent of 100 per cent collateral, 
which may consist entirely of gold or of gold and eligible paper in 
any proportion between 40 per cent and 100 per cent of gold, and 
the remainder in eligible paper. In addition to this, the Federal 
reserve note is a direct obligation of the United States Govern- 
ment, is secured by first lien on all of the assets of the Federal 
reserve bank through which it is issued, and is redeemable in gold 
or lawful money upon the demand of the holder. 

The Federal Reserve Act as originally framed was based upon 
the theory that member banks would discount eligible paper with 
Federal reserve banks and accept payment in Federal reserve 
notes as a means of getting Federal reserve notes into circulation. 
In practice this is seldom, if ever, the case. Under the Federal 
Reserve Act as it exists at present Federal reserve notes may be 
directly issued in exchange for gold, and this gold may be used as 
the basis of credit to member banks, with the reservation, however, 
that a gold reserve of at least 40 per cent must be retained against 
all outstanding Federal reserve notes. 

Can Reserve Requirements Be Still Further Reduced? 
During recent years, and particularly since many of us have had 
time to forget the period during which the Federal reserve banks 
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found it necessary to rediscount for member banks to such an 
extent that their own reserves were reduced almost to the mini- 
mum under the provisions of the Federal Reserve Act, there have 
been numerous proposals to still further reduce the required re- 
serves of member banks generally and country banks in partic- 
ular. At the last session of Congress (December, 1924) a bill 
was actually introduced, the object of which was to effect material 
reductions by retaining present reserve percentage requirements 
but allowing all classes of member banks to maintain 40 per cent 
of required reserves in the shape of cash in vault. 

The passage of such an amendment would have several effects 
upon existing conditions: first, in so far as the 40 per cent of 
required reserve would replace the vault cash which each bank 
finds it necessary to carry as a matter of practice, just so much 
money would be released for lending purposes or rather become 
the basis of additional credit expansion; and, second, the ability 
of Federal reserve banks to take care of their member banks in 
emergencies or to provide them with funds to meet their seasonal 
requirements would be greatly lessened by reducing the funds now 
held by Federal reserve banks as a basis for credit expansion. 
In other words, for each dollar now held by a Federal reserve 
bank as the reserve deposit of some member bank the Federal 
reserve bank could count positively on no more than sixty cents. 

In order to illustrate the effects of the proposed amendment 
we have prepared Table No. 4 for comparison with the other tables 
accompanying this letter. As the amendment is not in final shape, 
it is probably not worth while to discuss it in detail, especially 
as the student can work out these details for himself along the 
lines already suggested in this letter in comparing Tables Nos. 
1, 2, and 3. We may call attention, however, to the fact that the 
principle of pooling reserves, the complete adoption of which en- 
abled us to pass from the condition indicated in Table No. 2 to 
that indicated in Table No. 3, is at least partially abandoned. 
Moreover, as will be readily seen, the vault cash provided for by 
the retention of 40 per cent of required reserve is in no case even 
approximately the amount which experience has demonstrated that 
it is necessary for banks to carry. In both classes of central re- 
serve banks and in both classes of reserve city banks 40 per cent 
of required reserve greatly exceeds the amount which the banks 
have found it necessary to carry as working cash, while country 


BANK RESERVES 113 


banks, both national and state, would be inadequately supplied 
with vault cash at 40 per cent of their required reserves. 

Ostensibly the bill proposes to return to the original require- 

ments of the Act. It does not, however, propose to reinstate the 
reserve percentages originally laid down in the Act. 
. In considering the safety and practicability of reductions in 
reserve requirements, however such reductions are proposed to be 
made, it may be advantageous for us to remind ourselves of the 
real purposes back of reserve requirements. Some people seem 
to have the impression that the reserve requirement is some sort 
of a franchise tax imposed on a bank. Still others seem to regard 
it as an enforced contribution to the working assets of a Federal 
reserve bank. As a matter of fact, a reserve is neither of these 
things. It is a safety fund set up for the benefit of the bank re- 
quired to keep the reserve, and of all persons concerned that partic- 
ular bank has by far the greatest interest in being certain that the | 
reserve requirement is not too low to stand any strain to which it 
is likely to be subjected. 

When an engineer is called upon to construct a bridge over a 
stream he first carefully surveys the location. He then decides 
upon the type of bridge best suited to the location and to the 
traffic which is expected to pass over. After having drawn his 
design he carefully calculates the maximum strain which may be 
put upon each girder, support, brace, or other member of his struc- 
ture under any condition which is likely to occur. He then pro- 
vides that each girder, support, brace, etc., shall be not merely 
strong enough to stand the maximum strain but several times as 
strong as seems to be necessary. This is what engineers call the 
factor of safety, and no engineer in building a bridge costing, say, 
one million dollars, would take the slightest chance of its collaps- 
ing under any conditions merely for the sake of saving a few 
thousand pounds of steel or a few thousand dollars in cost. 

While it is not necessary that reserves required of banks should 
be several times the amount likely to be needed under any circum- 
stances, it is infinitely better that they should be a little higher 
than is necessary rather than a little lower than is necessary. An 
error on the side of safety can do but little harm, while an error 
on the other side may be disastrous. 

It should always be borne in mind that under the system of 
reserves set up by the National Bank Act each National bank was 
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required to maintain its own independent reserve either in lawful 
cash in its own vault or partly in such cash and partly in the 
shape of balances with correspondents. As these balances were 
always loaned out, at least in part, such “reserve” was by no 
means all that’ it seemed to be. Under the system adopted by the 
Act each bank was dependent solely upon its own reserve, and: 
while it could use its reserve money in case of necessity, it was 
positively prohibited from making new loans or paying dividends 
while its reserve was to any extent deficient. As will be readily 
seen from Table No. 1, this system was extremely expensive from 
the standpoint of impounding money as reserve, but it should not 
be forgotten that it was also extremely inefficient in that it broke 
down under strain at more or less regular intervals. 

Under the Federal Reserve System as at present constituted 
real reserves are pooled and a member bank’s recourse to its re- 
_serve is supposed to be had by borrowing from its Federal reserve 
bank. Moreover, while member banks are still forbidden to make 
loans when their reserves have been depleted by actually with- 
drawing all or part of such reserves from Federal reserve banks, 
they are not required to stop lending money while they are bor- 
rowing from Federal reserve banks, and experience has shown 
that this prohibition is not necessary if and when Federal reserve 
banks are being properly administered and reasonable restraints 
are imposed upon borrowings of member banks. At the same 
time we should remember that the total reserves of all member 
banks, which have been greatly reduced from the requirements of 
the National Bank Act, are not 100 per cent intact, except when 
Federal reserve banks are not rediscounting anything for member 
banks. 

Reference has already been made to the fact that since the 
division of deposits into two classes, net demand deposits and 
time deposits, and since different reserve requirements are set up 
for each class, quite a substantial reduction in reserves actually 
carried has been effected by the classification of an increasing 
amount as time deposits. In order that we may appreciate the 
extent to which reduction in required reserves has already gone 
we append the following table showing the ratio of reserve re- 
quired to total net deposits. In other words, the table shows for 
each of the six classes of banks we have been considering the 
ratio of reserve carried to total net deposits under the terms of the 
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National Bank. Act, the Federal Reserve Act as anbtabiie ana 
the Federal Reserve Act as amended (including vault cash carried 
in addition to required’ reserves), and the Federal Reserve Act 
under the proposed amendment : . 


ee eae eS ee ree (ae SAP i: SNe ar ar ie ieee 


BER Aotel a... 
Nat. Bank | F.R. Act | 1924 saga 
Hebe 1913 (Vault ment 
I cash inc.) propess¢ 


Central Reserve Cities: ; 
National Banks...... 25.00% 16.71% 13.43% 12.01% 
State Bank Members.| 25.00% 15.50% 12.24% 11.07% 

Reserve City Banks: sent 
National Banks...... 25.00% 12;95.7'% 10.28% 8.30% 
State Bank Members.| . 25.00% 10.12% 8.31% 6.59% 

Country Banks: . 


National Banks. ..... 15.00% 8.71% 8.13% Sel WA 
State Bank Members.} 15.00% 8.52% 7.60% S019. = 
AIBanlks, GH Nii.. 21.09% 11.61% 9.76% 7.65% t 


Whatever may be eventually decided as to the practicability of — 
reducing reservé requirements either as a whole or with reference 
to one or more-classes of member banks, it should be apparent 
from the foregoing that reductions or alterations should be made 
with extreme care and only after thorough investigation as to the 
effect of such reductions or alterations, not only upon the banks 
required to maintain reserves but also upon the Federal reserve 
banks, with particular reference to their continued ability to func- 
tion with the highest degree of efficiency and their continued abil- 
ity to furnish to all member banks under all circumstances what- 
ever measure’of assistance may be required. Moreover, the prob- 
lem is one in which no one can have a greater or more vital 
interest than the member banks themselves, for it is upon them in 
the first instance that the effects of any mistake would inevitably 
fall. . 

A Brief Statement of Some of the Effects of Proposed 
Alterations on Federal’ Reserve Banks. Reference has already 
been made to the effect of at least one proposal to amend the Fed- 
eral Reserve Act, with special reference, however, to the reserve 
requirements of member banks themselves. It may be well for 
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us to consider very briefly some of the effects of the proposed 
alterations in the law on the Federal reserve banks, with special 
reference to their ability to rediscount for member banks. 

.A careful analysis of the published statements of the twelve 
Federal reserve banks at the close of business April 29, 1925, dis- 
closes the fact that under the existing provisions of law and with- 
out the acquisition by Federal reserve banks of any additional 
gold, rediscounts could be granted to member banks, in addition 
to those already held by Federal reserve banks, to the extent of 
$3,884,000,000, provided, of course, payment could be made by 
the Federal reserve banks in Federal reserve notes, and provided 
further that those Federal reserve notes would stay out in cir- 
culation and not be presented to Federal reserve banks for. re- 
demption in gold or lawful money. In other words, under the 
existing provisions of law and under the assumption that Federal 
reserve note circulation would increase with increasing redis- © 
counts, as it did during the period of greatest expansion, Federal 
reserve banks had a theoretical limit of expansion on the date 
mentioned of $3,884,000,000 beyond what they were actually 
lending to member banks on that date. 

If all the features of the proposed amendment were incor- 
porated in the law, except that feature the effect of which would 
be to transfer 40 per cent of required reserves to the vaults of 
member banks, the theoretical expanding power of Federal re- 
serve banks on the basis of the figures of April 29, 1925, would 
be reduced to $1,959,000,000, or practically one-half of the limit 
under existing provisions of law. 

If all the features of the proposed amendment were put into 
effect, including the transfer of 40 per cent of required reserves 
from Federal reserve banks to the vaults of member banks, the 
expanding power, based upon the figures of April 29, 1925, would 
be reduced to $537,000,000, or a little less than one-seventh of 
the theoretical expanding power under the present provisions of 
the law.* 

It may be argued that under no conceivable conditions that are 
at all likely to confront us (unless the world should become in- 
volved in another war) would it be necessary for Federal reserve 
banks to rediscount for member banks anything like $3,884,- 


* Note. The student should remember that we are here studying a prin- 
ciple rather than attempting to arrive at a mathematical result. 
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000,000 of paper in addition to the amount held by them on April 
29, 1925. On the other hand, it should be remembered that a con- 
dition which might be conservatively described as an alarming 
crisis would undoubtedly supervene long before all Federal reserve 
banks had reached their limit of possible expansion. In other 
words, with a possible limit of three and one-half billions of 
dollars a seasonal expansion of five hundred million dollars would 
cause far less concern than the same expansion (whatever might 
be its necessity) would occasion if the theoretical limit of expan- 
sion were reduced to one-half or one-fourth that amount. 
Moreover, the country has during the last few years faced a 
number of situations calling for the temporary expansion of 
credit on the part of Federal reserve banks, in which it is safe 
to say that the system could not have functioned with its total 
possible lending power to member banks reduced to $537,000,000 
in excess of the amount actually being loaned to member banks 
on April 29, 1925. ; 
TABLE NO. 1 


NATIONAL BANK ACT 
RESERVE REQUIREMENTS OF NATIONAL BANK ACT PRIOR TO FEDERAL RESERVE 
SYSTEM 
- (000 omitted) 
Balance with 
Reserve approved Cash in 


required res.agents —- vault 
CENTRAL RESERVE CITIES. 2 0 25% 
National Banks: 
N. D. D.* $ 3,381,044 $ 845,261 
i D.t 372,276 93,069 $ 938,330 
Total $ 3,753,320 $ 938,330 
State Bank Members: 
N. D. D. $ 3,124,348 $ 781,087 
ie TD, 745,093 186,273 $ 967,360 
Total $ 3,869,441 $ 967,360 
Sub-totals $1,905,690 $1,905,690 
RESERVE CITIES: 25% 124% 124% 
National Banks: 
INGLE DE $ 3,843,264 $ 960,816 $ 634,740 
bap Ys 1,234,654 308,663 $ - 634,739 
Total $ 5,077,918 $1,269,479 


* Net demand deposits. + Time deposits. 
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State Bank Members: 


N. D. D. 
AWAD 


Total 
Sub-totals 


CouNTRY BANKS: 
National Banks: 
N.D.D. 
ARE IDY 


Total 

State Bank Members: 
NGOS Ds 
‘Role 


Total 
Sub-totals 
GRAND TOTALS: 


NeD: D: 
Aaa Dy 


$18,446,122 


$ 2,312,066 
2,200,448 


1 


BANKING PRINCIPLES 


$ 578,016 
550,112 


$ 4,512,514 


$ 4,491,325 
3,972,842 


$1,128,128 


$ 564,064 
$ 564,064 


$2,397,607 


$1,198,804 $1,198,803 


15% 


$ 673,699 
595,926 


$ 8,464,167 


$ 1,294,075 
1,279,425 


$1,269,625 


$ 194,111 
191,914 


$ 2,573,500 


9,804,738 


$ 386,025 


9% 


$ 761,775 
$ 507,850 


6% 


$ 231,615 
$ 154,410 


$1,655,050 


$5,958,947 


$4,032,990 
1,925,957 


~ $28,250,860 


$5,958,947 


TABLE NO. 2 


FEDERAL RESERVE ACT—ORIGINAL 


$ 993,390 $ 662,260 


$2,192,194 $3,766,753 


REQUIRED RESERVES UNDER ORIGINAL PROVISIONS OF FEDERAL RESERVE ACT 
(000 omitted) 


Required With Cash in 
-Teserves F.R.B. Optional vault 
CENTRAL RESERVE CITIES: 18% &5% 7/18 5/18 6/18 
National Banks: $ 245,912 
N. D. D. $ 608,588 $174,223 
ally 18,614 $ 209,067 
Total $ 627,202 
State Bank Members: $ 233,192 
N. D. D. $ 562,382 £166,566 
AROS 37,255 $ 199,879 
Total $ 599,637 
Sub-totals $1,226,839 $ 477,104 $340,789 $ 408,946 
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RESERVE CITIES: 15%&5% 6/15 4/15 5/15 
National Banks: $ 255,289 
N. D. D. $ 576,490 ; $170,193 
TED! 61,733 $ 212,741 
Total $ 638,223 
State Bank Members: $ 182,733 
IN DS} $. 346,810 $121,822 
Te Ds 110,022 $ 152,277 
Total $ 456,832 
Sub-totals $1,095,055 $ 438,022 $292,015 $ 365,018 
CountTRY BANkKs: 12% &5% 5/42 o/12 4/12 
National Banks: : $ 307,334 
N. D. D. $ 538,959 $184,400 
te 0 ae _ 198,642 $ 245,867 
Total $ 737,601 
State Bank Members: $ 91,358 
N; D. Ds $ 155,289 $ 54,815 
Dy: 63,971 $ 73,087 
Total $ 219,260 
Sub-totals $ 956,861 $ 398,692 $239,215 $ 318,954 
Granp ToraLs: $3,278,755 $1,313,818 $872,019 $1,092,918 
TABLE NO. 3 


FEDERAL RESERVE AcT AS AMENDED 
REQUIRED RESERVES AND WORKING CASH UNDER 
AMENDED FEDERAL RESERVE ACT 


(000 omitted) 
Required (Working 
res. with ~ cashin Total 


F.R. B. vault) 


CENTRAL RESERVE CITIES: 13% & 3% 
National Banks: $ 450,704 
$ 53,227 
: $ 503,931 
State Bank Members: $ 428,518 
2 $ 44,920 
$ 473,438 


Sub-totals $ 879,222 $ 98,147 $ 977,3 9 
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RESERVE CITIES 10% &3% 
National Banks: $ 421,366 
$100,867 
$ 522,233 
State Bank Members: $ 297,220 
$ 77,671 
$ 374,891 
Sub-totals $ 718,586 $178,538 $ 897,124 
CountTRY BANKs: 7% & 3% 
National Banks: «$433,578 
$254,173 
$ 687,751 
State Bank Members: $ 128,968 
$ 66,614 
$ 195,582 
_ Sub-totals $ 562,546 $320,787 $ 883,333 
GRAND TOTALS: $2,160,354 $597,472 $2,757,826 
TABLE NO. 4 


PROPOSED AMENDMENT 
REQUIRED RESERVES. UNDER PROPOSED AMENDMENT 
TO FEDERAL RESERVE ACT 

(000 omitted) 


Res. req. 
Reserve in vault 


req. with or with Total 
F.R.B. Bank 
CENTRAL RESERVE CITIES: 
National Banks: $ 270,422 
$180,282 
$ 450,704 
State Bank Members: oS DAY Aia bl 
$171,407 
$ 428,518 
Sub-totals $ 527,533 $351,689 $ 879,222 
RESERVE CITIES: 
National Banks: $ 252,820 
$168,546 


‘$ 421,366 


State Bank Members: 


Sub-totals 


CountTRY BANKS: 
National Banks: 


State Bank Members: 


Sub-totals 


GRAND TOTALS: 


BANK RESERVES 

$ 178,332 

$118,888 
$ 431,152 $287,434 
$ 260,147 

$173,431 
$ 77,381 

$ 51,587 
$ 337,528 $225,018 


$1,296,213 $864,141 


QUESTIONS AND EXERCISES 


— 


. What are the functions of a bank reserve? 
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$ 297,220 


$ 718,586 


$ 433,578 


$ 128,968 
$ 562,546 


$2,160,354 


2. What were the defects in the reserve requirements of the old National 


Banking System? 


3. How does the Federal Reserve Act attempt to remedy these defects? ' 
4. What advantages are gained by centralizing the bank reserves of the 


nation? 


5. What would be the effect of the proposed amendment upon the reserves? 


CHAPTER V 


A.—THE CIRCUIT FLOW OF MONEY * 


Tue size of the money incomes of consumers which 
will be exchanged in turn for economic goods depends 
largely upon the volume of money in circulation and the 
frequency with which money, once spent for consumable 
goods, is returned to consumers to be used again in acquir- 
ing more goods. Heretofore little attention has been 
given to this circuit flow of money from consumers 
through the various channels of trade back again into 
their hands for further expenditure, but the question may 
well be raised as to whether more importance should 
not be placed upon’it in the analysis of business 
cycles—|Ed. Note. ] 


It is the purpose of this chapter to describe certain aspects of 
this circuit flow of money, to raise the question whether it does 
not deserve more attention than it has yet received in our analyses 
of business cycles, and to suggest pertinent lines of investigation. 
Unfortunately, the statistics upon which the most important 
conclusions concerning this subject must be based are not at hand 
and-are not likely to be for some time to come. The following dis- 
cussion will have served its purpose if it stimulates further in- 
quiry in profitable directions and helps to hasten the day when the 
necessary statistics are available. tg 

The Circuit Flow of Money and Commodities. There are 
streams of commodities and streams of money which, in a literal 
sense, are constantly, though not steadily, moving in opposite 
directions. As Simon Newcomb long ago observed, “the influence 
of changes in the monetary circulation upon the well-being of the 
community is to be determined by their effects upon the industrial 
circulation.” For the most part, raw materials are grown, ex- 
tracted and graded, moved on to factories and prepared for final 
consumers, moved on to wholesalers, thence distributed to retailers, 
and finally turned over to consumers. At the same time, streams 
of money are moving in the opposite direction—a main stream be- 

*Chapter XVIII from Money by William Trufant Foster and Waddill 
Catchings, Pollak Foundation. 
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coming smaller and smaller as it flows from consumers to retailers, 
from retailers to wholesalers, from wholesalers to manufacturers, 
from manufacturers to producers of raw materials, and thence, 
mainly in the form of payments for personal services, back once 
more to consumers. This circuit movement characterizes the flow 
-of money, but not the flow of commodities. When commodities 
get into the hands of the consumers, they are usually disposed of ; 
thus they are withdrawn forever from the stream. On the con- 
trary, most of the money that reaches the consumer is paid by him 
to retailers and to others: and thence it proceeds around the circuit. 
The stream of money from use by consumers in the purchase of 
new goods back to another use by consumers in the purchase of 
new goods, we shall call the “circuit flow of money.” The average 
time taken by money in making this round through the various 
streams, we shall call the “circuit time of money.” Its. rate of 
flow we shall call the “circuit: velocity of money.” The circuit 
velocity is the reciprocal of the circuit time. If, for example, the 
circuit velocity is two times a year, the circuit time is one-half year. 
The Velocity of Money. We are not now speaking of what 
economists call the “velocity of money.” By that term, they mean 
the frequency with which money is used for any purpose what- 
ever ; that is, its turnover within a given period of time. Obviously, 
without due consideration of the velocity of money, no discussion 
of monetary problems is complete; for one dollar spent ten times, 
if spent on the same day and for the same purpose, has about the 
same effect as ten dollars spent once. “The nimble sixpence,” says 
the proverb, “does the work of the slow shilling.” In any given 
period of time, the amount of money actually spent is the product 
of the quantity of money and its velocity. But before we can 
determine exactly how the movements of money affect business, 
we must consider certain phases of the circulation of money— 
particularly the circuit velocity of money—that may be as signifi- 
cant as the velocity of money as a whole. If the volume of new 
commodities moving into consumers’ hands maintained a definite 
ratio to the total volume of commodities in circulation, the circuit 
velocity of money would tend to bear a definite ratio to the velocity 
of money as a whole. In that case we should have no special in- 
terest in the circuit velocity of money. But our entire discussion 
is based on the assumption that these definite ratios are not main- 
tained for any considerable time. We assume, on the contrary, 
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that all periods of major business disturbances are characterized | 
by an upsetting of the ratios that hold in times of relative business 
stability. . 

The equation of exchange which takes into account only the 
velocity of money in general takes no account (as we explained in 
Chapter X) of some of the specific causes of business fluctuations. 
For some purposes, the general equation MV =Xpq is not as use- 
ful as the equation MC=%pq, in which C is the circuit velocity of 
money. We should consider separately changes in the velocity of 
money spent for consumers’ commodities and changes in the 
velocity of money used in other ways. When, as in 1919 bank 
deposits are turned over more rapidly in connection with increased 
sales on the New York Stock Market, there may or may not be a 
corresponding change in the turnover of bank deposits to pay for 
consumers’ goods. Nor is money spent more frequently in retail 
markets merely because it is spent: more frequently in wholesale 
markets. Money may work faster in order to pass woolen goods 
through more hands on their way to clothiers’ shops, without pass- 
ing more garments through the shops. In other words, additional 
middlemen may make use of money without making additional 
sales to consumers. Both velocity and quantity of money might 
remain constant—that is to say, people might have the same amount 
of money and spend it as rapidly as ever—and yet the markets 
might sense trouble. For if people decreased the amount spent 
for new goods within a given period of time, and to the same 
extent increased the amount spent in other ways, they would thus 
decrease the circuit velocity of money; and they might thereby 
temporarily depress business, without decreasing the velocity of 
money. Under certain conditions, therefore, the turnover of money 
as a whole may have less to do with business fluctuations than the 
turnover of money in its particular function of moving goods into 
the hands of consumers. 

It is manifestly impossible to predict the course which a given 
coin will take from use in consumption back to another use in 
consumption. Even if we knew exactly what course it had just 
taken, we could not know what course it might next take; and it 
would be exceedingly difficult to find out. To follow accurately a 
single circuit of even a small part of our currency—our silver 
dollars, for instance—would require much of the time of the entire | 
population and thus interfere with their circulation. We can, how- 


THE CIRCUIT FLOW OF MONEY 125 


ever, study the factors that tend to change the circuit velocity of 
money as a whole. 

Within how long a period of time a volume of money equal to 
the total volume in circulation will be spent by consumers depends 
upon the circuit time of money. In other words, whether the 
money spent in consumption is more or less than the total volume 
of money in existence depends on the length of the period we are 
considering. In a certain sense, it is true, all money is idle except 
when it is actually being used in exchange; but in that sense only 
one dollar out of many thousands is active, and all the rest are 
idle, in any given minute. It is only a matter of convenience which 
conception we employ. Either, if used consistently, leads us to 
the same conclusions as the other. 

Diagram of the Flow of Money. The diagram on page 143, 
similar in plan and purpose to one devised by M. C. Rorty, repre- 
sents, in a general way, the circuit flow of money. To find fault 
with this diagram from an engineering standpoint would not be 
difficult ; neither would it be sensible. All we should ask of these 
reservoirs and pipes is that they serve the purpose at hand. In 
the main, subject to certain qualifications to be made presently, this 
diagram does serve our present purpose. It shows what the flow 
of money would be if business and bank credit were perfectly 
stable. 

The double reservoir at the top shows the amount of money in 
the hands of individuals and available for expenditure in consump- 
tion. The reservoir is divided into two parts in order graphically 
to represent the fact that a part of the money received by in- 
dividuals is income, most of which is spent in consumption; while 
a part is money received from the sale of real estate, bonds, and 
stocks, most of which is reinvested. The two parts of the 
reservoir, however, are connected with pipes, in order to take ac- 
count of the fact that some income is invested and some money 
received from the sale of securities is spent in consumption. These 
connecting pipes are important. We must bear in mind that they 
are always partly, and never wholly, clogged. By their aid, we 
may visualize the fact, mentioned in the previous chapter, that we 
have no means of knowing how much of the consumers’ incomes 
actually will be spent in consumption in any given period of time. 

Into the right-hand section of the consumers’ fund, three large 
pipes are emptying: one represents the large proportion of in- 
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dividual incomes, about seventy per cent, which is derived from 
personal services; the others represent the smaller proportion, 
about thirty per cent, derived from management and property, 
including rentals, royalties, interest, and dividends. These per- 
centages are the averages, in round numbers, of the figures for 
1909-1918, found in the admirable study of Income in the United 
States, published in 1921 by the National Bureau of Economic 
Research. The sizes of some of the pipes in the diagram, how- 
ever, are based, necessarily, on much rougher estimates. No de- 
pendable study has yet been made of the proportions of individual 
incomes which are spent for new commodities, services, real estate, 
and investments. 

Leading out of the reservoir of consumers’ incomes are various 
pipes which represent expenditures for rent, taxes, clothes, food, 
sundries, and wages. The relative, estimated amounts spent for 
these various ptirposes are indicated approximately by the size of 
the pipes. It will be observed that most of the individual incomes 
are paid at once to those who are engaged in the distribution of 
finished commodities. These distributors, in turn, pay much of the 
money they receive directly to manufacturers, who, in turn, pay 
much of the money they receive directly to producers of raw 
materials. All along the way some of the money, mainly in the 
form of wages, profits, and interest, gets into the hands of in- 
dividual consumers and is spent for consumers’ goods, thus com- 
pleting the circuit flow. 

Some of the money completes the circuit quickly, some of it, 
slowly. As shown in the diagram, a part of the consumers’ income 
is spent directly for personal services and a part is paid to in- 
dividuals for second-hand automobiles and other “old com- 
modities,” and is thus passed directly from one consumer to an- 
other. Most of the money spent by consumers, however, takes a 
longer course before it finds its way back to consumers. Part of 
the money that is spent for new commodities—a pair of shoes, for 
example—goes to the wholesaler; part of that money goes to the 
manufacturer; part of that money goes to the tanner ; part of that 
money goes to the farmer who raised the stock; part of that money 
goes to the producer of harvesting machinery ; part of that money 
goes to mechanics in the factory, and is thus returned to con- 
sumers. During the circuit from consumer back to consumer, 
some of the money spent for the pair of shoes passed through 
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more hands than in otr illustration; some of it passed through 
fewer hands. The part that the retail shoe dealer paid immediately 
in weekly wages to his clerks made the circuit quickly. The part 
that was set aside in cash as undivided profits of the shoe manu- 
facturer may have taken a long time to make the circuit. It is 
the average time taken by all the money in the flow from one use 
in. consumption to another use in consumption that we have called 
the circuit time of money. : ; 

The Flow of Money and the Flow of Commodities. Upon 
the rate of flow of money into the reservoir of personal incomes 
largely depends the even flow of commodities from producer to 
consumer. The stream of money is, in fact, a line of communica- 
tion. Money has often been compared with roads. Adam Smith 
even went so far as to anticipate this age of aeroplanes: he called 
money “a sort of wagon way through the air.” He emphasized the 
fact that money is unlike factories and stores. Rather, it is like 
railroads and telephones; for its function is not to produce or to 
exchange commodities, but to facilitate their production and ex- 
change. It is only a means to an end. 

Nevertheless, anything that happens to any of our lines of com- 
munication so as to disturb the even flow of commodities can 
retard production and distribution. At times some of our freight 
cars get side-tracked and lie idle; some get diverted from more 
essential to less essential uses. Now and then a bridge falls down 
and traffic is held up. Sometimes transportation facilities fail to 
meet increasing needs, as they did throughout the United States 
during the car shortage of 1920. Whatever thus prevents the 
orderly movement of commodities tends to prevent further 
production. \ 

Similarly, whatever interferes with the monetary lines of com- 
munication—that is to say, whatever retards the even flow of 
money from consumers back.to consumers—tends to retard the 
flow of commodities and thus to disturb business as a whole. 
Some money gets side-tracked in hoards, in cash balances, even in 
banks, and is unemployed for an unusually long time; some money 
gets diverted at times from more essential to less essential uses, 
Now and then a bank fails, and there is a sudden stoppage of the 
trade movements that were dependent upon the tied-up funds 
of the bank. Sometimes consumers’ incomes are increased out 
of proportion to increased production, as they were throughout 
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the world in the years following the War. At other times, not 
enough money flows into consumers’ hands to maintain the pro- 
duction-consumption equation: the volume of finished commodities 
increases more rapidly than the volume of consumers’ expendi- 
tures. In short, whatever happens to the medium of exchange 
at once affects the whole industrial world in some way; whatever 
prevents the circulating purchasing power from moving com- 
modities to final consumers interferes with further. production. 

Variations in the Rate of Flow. What it means to business 
to have variations in the rate of flow of money into consumers’ 
hands may be seen if we continue to think of consumers’ incomes 
as water in a vast reservoir. The simile need not mislead us if we 
keep. in mind the fact that it proves nothing, and if we take care 
not to work it too hard even for illustration. Let us observe, then, 
that some of the water in the reservoir moves through conductors 
_ te the turbines of electrical plants, whence power is transmitted to 
distant cities where it moves street cars, lifts elevators, runs wash- 
ing-machines, cures diseases, illuminates buildings, and in a thou- 
sand other ways sustains the activities of complicated modern life. 
Some of the water moves through irrigating ditches to innumerable 
farms where it turns barren wastes into fields of wheat. Some of 
the water runs through mills where it moves machines that make 
the wheat into flour. Some of the water moves in river beds where 
it has its part in carrying the wheat and the flour from those who 
have a surplus to those who have none. Thus, at all times, a large 
part of this current supply of water is doing economic work. 

At times, on the other hand, a part of this water supply has no 
share in production and distribution—does no economic work 
whatever. At times, some of it stays on the surface of the reser- 
voir in the form of ice; it is seasonally unemployed. Some of the 
water, after turning the wheels of industry at one place, moves 
on down the river until it breaks through the bank and comes to 
a stop in a dead basin. Thus it is withdrawn from the channels 
of commerce; it can do no more economic work until somehow it 
is released and again set in motion. There is another portion of 
the supply in the reservoir that. is completely lost to industry ; it 
evaporates before it has been used in any way. And there is still 
another portion that evaporates along the routes of commerce, 
after it has played a part in the world’s work. Whatever thus 
disappears by evaporation is subtracted from the current supply 
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of power; the loss is made good only when the power is recreated, 
as it is when the rain falls and the water flows again into the 
reservoir. 

Stability in production, as far as it depends on this water supply, 
is concerned only with the rate of flow. Nothing that happens to 
the water supply can upset production schedules provided the net — 
result is an even flow of power, day in and day out, in the same 
channels, performing an unvarying amount of work. How much 
or how little of the water supply evaporates, or leaks from the 
pipes, or remains frozen in the reservoir, or is held back in dead 
basins, is of no consequence, provided the total volume thus with- 
held from industry and its distribution remain the same. Only 
changes count. Until there are changes in the rate of flow, the 
work done will be plotted on the graphic chart as a straight line. 

Similarly, business stability, as far as it depends on money, is 
concerned primarily with the rate of flow of money into con- 
sumers’ hands. As far as stability is concerned, it does not neces- 
sarily make any difference how much money is in Government 
vaults, or is frozen in loans, or is idle in hoards, or is carried in 
pockets and tills as daily cash balances, provided the volume of 
money thus withheld and the volume of commodities coming upon 
the markets remain the same from day to day. Only changes 
count. | . 

Business stability, to be sure, is not the be-all and the end-all 
of the economic organization of society. The supreme end is the 
satisfaction of human needs. The-economic organization of 
society, in order progressively to adapt itself to larger human 
needs, must bring about a higher per capita production. But 
production cannot be sustained at higher levels without business 
stability. 

At any and all times, a change in the circuit velocity of money 
tends to cause a change in the state of business. Whether the 
change is good or bad for business depends on the state of business 
at the time. This appears to be overiooked in much that is said 
about “economizing credit,” “making money more efficient,” and 
“bringing hoards out of hiding.” It was an error, for example, 
while the general price-level was rising rapidly in 1919, to urge, 
in the interests of business, that higher rates of interest be paid 
for deposits in Postal Savings Banks in order to bring “a billion 
dollars out of hiding.” The usual assumption seems to be that 
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anything that increases the velocity of money in general, or the 
amount spent by consumers, is advantageous to business in gen- 
eral. It may be good or bad for business. It all depends on eco- 
nomic conditions at the time and the nature of the transactions 
that are effected by the increased “efficiency” of money. 

The Circuit Time of Money. How long does it take, on the 
average, for each dollar to make this round from one use in 
consumption to another use in consumption? What factors retard 
or accelerate the flow? What are the effects of these fluctuations 
on the state of business activity? What are the correlations 
between changes in the velocity of money and changes in the 
circuit velocity of money? We shall now venture to open up the 
discussion of these questions in a preliminary way, though it may 
be many years before research will answer these questions as 
definitely as they must be answered before any one can account in 
full for the ups and downs of business. 

What is the circuit time of money? The available statistics 

_are not a sufficient basis for an answer to this question. If we 
use Professor Fisher’s estimate of the volume and velocity of 
money in the United States, in the year 1909, and if we then, from © 
the estimate of the National Bureau of Economic Research for 
the income of that year, guess at the value of new goods bought 
by consumers, we arrive at an estimate of the circuit’ time of 
money. If the total money transactions for that year were 
$400,000,000,000, and the total amount of money in circulation 
was $8,680,000,000, the average velocity of money was approxi- 
mately 46. If consumers spent $20,000,000,000 for new com- 
modities during that year, the circuit time of money was 8,680,- 
000,000 divided by 20,000,000,000, which gives .434 years, or 
158.4 days. On the basis of these figures, the circuit velocity 
of money, the reciprocal of the circuit time of money, would be 
approximately 2.3. This would mean that for every dollar spent 
by a consumer for new commodities during 1909, approximately 
nineteen dollars were used for other transactions. That is to 
say, although each dollar was used about once in every eight 
days for some purpose! or-other, it was used only once in 158 
days for the purpose of passing new commodities into the hands 
of consumers. But there is so much guessing in these figures 
that they are useful only for illustration. If the turnover of 
bank deposits subject to check is now twenty-five or thirty times 
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a year, as estimated by the statistical division of the Federal 
Reserve Bank of New York, the figures for velocity in our 
illustration are far from right. Our research agencies, no doubt, 
will provide us some day with more dependable estimates than 
any now available for the velocity of money and for the annual 
expenditures of consumers for new commodities. 

Defects in the Diagram. Evidently, in order to represent all 
the uses of money in the course of its journey from consumer 
back to consumer, we should need a much more complicated 
diagram. It would be so complicated, in fact, that without a 
vast amount of study it would be confusing rather than clari- 
fying. For that reason, we have not shown many of the money 
movements of minor importance. 

Nor have we shown all the movements that are of major im- 
portance. The reader has already observed, no doubt, that the 
diagram overlooks the fact that nearly all money, on its way 
from consumer to consumer, passes through banks. Up to this 
point, we have directed attention to the place in the circuit flow 
of money where it is spent by consumers. We have made this 
the center of our interest because consumption is the end for 
which commodities are created; and because we wish to raise 
the question whether anything that happens to money in any other 
part of the circuit can cause a major disturbance in business, 
as long as just enough money continues to be spent in consump- 
tion to take away commodities without a change in the price- 
level. There is good reason, however, for paying special atten- 
tion to that part of the circuit in which money flows through the 
banks; for it is literally true that most of the money that is 
spent in consumption begins and ends its career in a bank. When 
a farmer who is waiting for his wheat to mature applies to the 
bank for a loan of ten thousand dollars, the bank increases its 
deposits to that extent, minus the discount. The total volume 
of money in circulation is thereby increased. As soon as the 
farmer spends the money, it proceeds on its way around the 
circuit. In due time, if all goes well, the farmer sells his wheat 
and pays the loan at the bank, thereby reducing the amount of 
money in circulation by ten thousand dollars. Thus, in a sense, 
most of our money is created and extinguished in the banks. 

It is sometimes said that the money is not extinguished by 
the payment of a loan, since, ordinarily, the bank is at liberty, 
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the moment the loan is paid, to lend precisely the same amount 
to another borrower. The fact that the bank passes on the 
purchasing power by means of different pieces of paper is said 
to make no difference. When a bank loan is paid, however, the 
amount of the loan is actually withdrawn from the circuit flow 
of money; and an equal amount is returned to the stream only 
by a new joint act of the bank and a borrower. Unless we 
think of bank deposits as being thus created, and extinguished, 
and recreated, we leave out of account one of the chief causes 
of fluctuations in consumers’ incomes. If all the money that 
flowed into the banks flowed out again at a constant rate, the 
banks could be omitted from the diagram, because they would 
neither retard nor accelerate the flow of money to consumers. 
But the banks must be taken into account because they cause 
changes in both the quantity of money in circulation and in the 
circuit time of money. No diagram is complete which ignores 
these changes. 

A similar defect in our diagram is the failure to make allow- 
ance for the action of the Government in changing the amount 
of money in circulation. Our system of reservoirs and pipes 
makes no provision for putting any more money into the stream 
or taking any money out.. All the money flowing into the public 
treasury at the bottom of the page is represented as coming di- 
rectly or indirectly from individual incomes. A complete 
diagram, however, would take account of the fact that govern- 
ments—not. infrequently, as the world has recently observed to 
its sorrow—coin money or print money or otherwise supply the 
deficiencies in the government reservoirs, whenever money is 
flowing out through expense conduits faster than it is flowing 
in through taxation conduits. 

Factors That Alter the Circuit Time of Money. Our next 
question is, What factors retard or accelerate the flow of money 
from consumer back to consumér? This question would not 
concern us if money actually flowed through the channels of 
commerce as steadily as in our diagram. Here we have pictured 
all the pipes as unobstructed, free from leaks, and unvarying 
in size. If the circuit flow of money were such, day in and 
day out, that we could accurately represent it by means of such 
a simple and static picture, and if the flow of commodities were 
equally steady, industry would be perfectly stable. There would 
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be no business cycles. But money never does flow through the 
arteries of trade as steadily as this. The rate of flow changes 
from time to time, often so slowly that the ordinary observer 
notices no change at all; sometimes so rapidly that nearly every- 
body is aware that something has happened, though there are 
few who know that it has happened to money, and nobody who 
knows exactly what it is that has happened to money. Further- 
more, variations in the rate of flow come more rapidly in some. 
parts of the circuit than in others. These facts might be sug- 
gested by means of gate-valves in all the pipes, subject to the 
control of individuals. Nothing but a motion picture, however, 
could show all these multifarious and kaleidoscopic changes. 
Our simple diagram can help us only in a general way to visualize 
the major movements. Not until we consider in what specific 
respects this diagram fails to depict what actually happens to 
money during the circuit are we likely fully to account for 
business instability. 

We may now enumerate some of the causes that accelerate 
and some of the causes that retard the circuit flow of money, 

/ with a view to suggesting profitable fields of research. In mak- 

' ing this enumeration, we shall assume, first, that the total money 
in circulation remains the same and, second, that the effect of 
| each cause is not offset by the operation of other causes. 

The circuit time of money is ordinarily decreased—that is 
to say, money moves around the circuit faster—under the follow- 
ing conditions: 

(1) When there is an increase in the total amount paid as 
wages; since wage-earners spend a larger proportion of their 
money for goods than do other groups of consumers. 

(2) When taxes are decreased; since ordinarily money paid 
in taxes comes from consumers, but finds its way back slowly. 

(3) When there is a general belief that prices are about to 
rise; for then it appears that the quicker we spend our money, 
the more we get for it. Consequently, we carry smaller average 
cash balances, and spend a larger proportion of our money for 
commodities. 

(4) When there is general expectation of higher wages and 


higher profits; for at such times people spend money in consump- 
tion more freely. 
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(5) When people save less than usual; since thrifty people 
usually have on hand some money, intended for savings banks, 
which they have not yet deposited. As the total savings of the 
country decrease, there is a corresponding decrease in the amount 
of money that is waiting to be invested. . 

(6) When there is an increase in the amount of money bor- 
rowed, directly or indirectly, by consumers for use in consumption. 

(7) When a larger proportion of exchanges are made by 
means of bank checks; since consumers who pay their bills by 
check are likely to make most of their payments soon after most 
of their income is received, usually on the first few days of the 
month, and there is therefore less need for keeping money on 
hand. Whereas people who pay all their bills with currency 
usually distribute their payments over longer periods of time; 
and, in order to do so, they carry larger average daily cash 
balances in proportion to their expenditures. 

(8) When pay-days come more frequently.. As a rule, those 
who sell their services or lend their money collect their pay at 
fixed intervals of time; and, as a rule, what they receive on 
one pay-day they spend before the next pay-day. ’ For the most 
part, wages that are received weekly are spent weekly; salaries 
_ that are received monthly are spent monthly; rents and dividends 
that are received quarterly are spent quarterly. All this in turn 
affects the receipts, and, therefore, the expenditures, of those 
who sell goods. Therefore, more frequent payments of wages, 
salaries, or dividends mean more rapid circulation of money from 
use in consumption back to use in consumption. 

(9) When goods pass through fewer hands on the way to the 
consumer; because of the elimination of some of the middle- 
men, for example, through the vertical integration of industry. 

(10) When there is a decrease in the amount of money used 
{o transfer real estate, stocks, bonds, etc.; since money, while 
in use for such purposes, is not used in consumption. 

(11) When the volume of undivided profits hitherto carried 
in the form of money is decreased. 

Under all these conditions, ordinarily, the circuit flow of money 
is accelerated: under the opposite conditions, it is retarded. 

The influence of most of these factors on the velocity of 
money has been considered by various writers, notably by Pro- 
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fessor Irving Fisher, in The Purchasing Power of Money. But 
changes in these factors do not affect velocity and circuit velocity 
in the same degree or even, in all cases, in the same direction. 
How important these differences in degree and in direction may 
be, as factors in the price-level and in the state of business ac- 
tivity, we cannot tell without additional research. The last three, 
at least, of the conditions enumerated above appear to merit 
much further study. 

Throughout this enumeration we have assumed that the (otal 
volume of money in circulation remains the same; whereas we 
are well aware of the fact that the volume does not remain 
exactly the same for any two days, and that, at times, the volume 
changes rapidly. To take this fact into account, however, we 
have only to change our conclusions slightly. Instead of say- 
ing, for example, that money flows faster when there is an increase 
in the total amount paid as wages, we must say “when there is 
an increase in the proportion disbursed as wages of the total 
volume in circulation.” Similarly, we must make. some of our 
other statements relative rather than absolute. 

We cannot dismiss so easily our assumption that the effect 
of each cause is not offset by other causes. We are not at all 
sure, for instance, of the exact effect of increased taxes on 
undivided profits, or on wages, or on stock exchange transactions. 
We do know that the nature of the taxes will make a difference, 
and that we are not prepared fully to explain business fluctuations, 
or thoroughly to understand national monetary policies, until we 
have the aid of further research concerning the effects of variouse 
forms of taxation, under various conditions, on the circuit time 
of money. We need further research, as well, concerning fluctua- 
tions in the daily balances of individuals in pocket and in bank. 
Before we can determine the influence of these fluctuations at 
different stages of the business cycle, we must correlate them 
with fluctuations in wages, prices, unemployment, and volume 
of trade. We must also find the correlations among other factors 
that influence the circuit flow of money. One conclusion, how- 
ever, we can safely draw without further investigation: there 
is virtually no chance that these variations in the factors enumer- 
ated above would counterbalance. The circuit time of money | 
is constantly changing. 
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For some time it has been recognized that the velocity 
or rate of turnover of bank deposits has an important 
influence upon price level. Only recently, however, 
have sufficiently comprehensive statistical returns been 
available to measure this velocity correctly. The methods 


and results of such measurement are stated in this study. 
—([Ed. Note.] 


For forty years bank clearings have been used as an index of 
business activity. They were among the earliest of the statistics 
of business to be compiled on a monthly basis and for this term of 
years they have furnished perhaps the most accurate single index 
available of the comparative volume of business transactions at 
different periods. 

These bank clearings figures have had, however, a number of 
limitations to their usefulness, especially when one considers them 
as an index of changes in the banking and credit situation. In 
the first place their scope has left room for question as to their 
meaning. They include only checks passing through clearing 
houses and do not include counter checks. They include drafts 
drawn by bankers against their own balances, which do not reflect 
business activity as directly as do checks drawn by individuals. 
_ These defects in the returns were corrected in the middle of 1918, 
when the Federal Reserve Board and banks inaugurated a series 
of weekly reports, from the banks of clearing-house centers, of 
the total amount of checks drawn and other debits to individual 
accounts. The actual change in the magnitude or movement of 
the figures reported as compared with clearings was smaller than 
might have been anticipated, but the inauguration of the new form 
of report gave us much more clearly defined figures. 

A second hindrance to a complete interpretation of clearing- 
house figures from the banking point of view is found in the fact 

* This article, by W. Randolph Burgess, of the Federal Reserve Bank of 
New York, presents the results of a study made by the reports department 
of the Federal Reserve Bank of New York, with the help of the statistical 
offices of the Federal reserve banks of Boston, Chicago, and San Francisco. 
Acknowledgment is made to Prof. Irving Fisher and Prof. E. W. Kem-. 
merer for counsel, to Mr. J. H. Riddle, and to Mr. Clark A. Warburton. 
Summary results of the study have been reported currently in the Monthly 


Review of the Federal Reserve Bank of New York. 
Federal Reserve Bulletin, May, 1923. 


138 MONEY, CREDIT AND BANKING PRINCIPLES 


that clearings and the new debits reports also reflect two different 
elements—changes in the amounts of bank deposits and changes in 
the velocity or rate of turnover of such deposits. When we wish 
to consider the possibility of credit expansion existing in any situa- 
tion it makes a good deal of difference whether a high figure for 
bank clearings is due to large bank deposits, or whether it is due 
to an exceptionally rapid turnover of deposits. The distinction 
becomes of still greater importance when the subject under con- 
sideration is the relation of the volume of credit to the price level. 

The desirability of measuring velocity more accurately may be 
gathered from the following quotation from an address to the 
stockholders of his bank made in January, 1922, by the Hon. 
Reginald McKenna, chairman of the London Joint City and Mid- 
land Bank: 


If it were possible accurately to measure the velocity of circulation of 
money in 1921, as compared with 1920, I think it would be found that there 
was a decline last year of at least 40 per cent, a diminution which, while it 
did not affect the total of bank deposits, caused a fall in prices and was 
largely responsible for the great reduction in trade and trade profits. 


Until recently there has been no instrument for measuring cur- 
rently the velocity or rate of turnover for bank deposits. The 
most comprehensive study of the subject is contained in Prof. 
Irving Fisher’s Purchasing Power of Money. On the basis of 
the incomplete data available at that time, Professor Fisher made 
an estimate of the velocity of deposits in the United States in the 
years 1896 and 1909, and on the basis of these figures interpolated 
data for the intervening years and in later articles extrapolated 
the figures for a number of succeeding years. This study was 
entirely on an annual basis, however, and depended on a number - 
of hypotheses which were not at that time verifiable. 

A more precise and more current measure is now made possible 
by the comprehensive statistical returns received each week by the 
Federal reserve banks from a selected group of 800 member banks 
in principal centers. Utilizing these figures, a computation has 
been made of the velocity of deposits for several groups of banks. 

Method of Computation. The final figure desired was the 
annual rate of turnover of deposits or the following fraction: 


Annual amount of debits to individual accounts 
Average demand deposits of individuals 
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The first step in the computation was to select groups of banks 
which reported to the Federal reserve banks both the figures for 
debits to individual accounts and net demand deposits. Reports 
of debits to individual accounts are made by members of clearing 
houses in the different cities, while the available reports of ‘net 
demand deposits are for selected member banks in the different 
cities. The banks in these two groups are not identical, and hence 
it was necessary to deal with the figures for individual banks. 

In order to secure a comparable series of figures showing 
changes from time to time, it was desirable to have these figures 
on a monthly basis. Two major steps were necessary to yield the 
equation given above for each month. In the first place, debits to 
individual accounts are reported by weeks and have to be con- 
verted to an annual rate for each month, taking account of holi- 
days and the length of the month. In the second place, certain 
subtractions had to be made from both the debits and the demand 
deposits in order to make them strictly comparable with each 
other. Figures for debits include withdrawals of time deposits 
and also Government withdrawals. An estimate was made of the 
amount of withdrawals against time deposits each week by secur- | 
ing from six New York City banks, for a number of different 
periods, records of their. withdrawals of time deposits. It was 
found that time deposits in these banks were turning over about 
twice a year. ‘The debits were corrected on the assumption that 
about this rate of withdrawal of time deposits is maintained con-: 
sistently. Figures for Government withdrawals were secured 
from the records of the Federal reserve banks and these figures 
subtracted from the debits. 

The adjustments necessary in the debits to individual accounts 
figures were comparatively small in size, and fluctuations one 
way or the other have but little effect on the final results. There 
is considerably more room for differences of opinion and for error 
in computing the figure to be used for demand deposits. The 
figure desired to compare with debits to individual accounts is 
the amount of individual deposits, and for the purpose of the 
current computation the figure has been limited tc demand 
deposits. There is no figure reported currently showing segregated 
the demand deposits of individuals. The figure which comes 
nearest is that for net demand deposits. The make-up of this 
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figure is best shown by quoting the method of computation from 
the weekly condition report : 


7. Net demand deposits on which reserve is computed |......]....--|-+-+-- 


Individual deposits subject to check, certificates of 
deposit due in less than 30 days, dividends unpaid, 
State and municipal deposits, and other deposits 
subject to notice of less than 30 days, exclusive of 
United States Government deposits. 

Plus excess of total of — 

(a) Balances due to all banks other than Fed- 
eral reserve bank, foreign banks included. 

(6) Amount due to Federal reserve bank— 
Deferred credits. 

(c) Cashier’s, secretary’s, or treasurer’s checks 
on own bank outstanding. 

(d) Certified checks outstanding. 

Over the total of— 

(e) Balances due from banks other than Fed- 
eral reserve bank and foreign banks. 

(f) Items with Federal reserve bank in process 
of collection. 

(g) Exchanges for clearing house. 

(kh) Checks on other banks in the same place. 


Notre.—In case the sum of items (e) to (h), inclusive, is in excess of the sum of items (a) 
to (d), disregard items (a) to (#) in making up total of net demand deposits. 

Since debits to individual accounts do not include checks drawn 
against bank balances, such figures must be excluded from the 
deposits as well. The amounts due to banks and due from banks 
are reported separately ; so that a deduction can be made for these 
items.* No adequate allowance, however, can be made for items 
b, c, and d, and f, g, and h, which are used in computing net 
demand deposits. The procedure has been to deduct from net 
demand deposits the net amount due to banks—that is, the excess, 
if any, of due to banks over due from banks. No attempt has 
been made to correct for the items b, c, d, and f, g, h, but a study 
of the results of not making any such correction indicates that in 
those cities where the amount due to banks exceeds the amount 

*In the case of New York City these figures were available for indi- 


vidual banks. For other centers they were estimated from the percentage 


of the net amounts due to banks to net demand deposits for all the banks - 
reported. 
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due from banks, the adjusted net demand deposits figure which 1s 
used for this computation tends to be slightly lower than the true 
figure for demand deposits of individuals. The amount by which 
it is lower is the excess of items f, g, and h over items b, c, and d, 
or, to put it another way, demand deposits are reduced by a part 
of the uncollected checks and other similar items which the bank 
holds or has presented for collection. This reduction may be jus- 
tified by the fact that such uncollected checks may not in theory 
be drawn against and hence are a proper deduction from deposits 
subject to check. The practice of different banks in this matter 
is so varied that no safe estimate can be made of the proportion 
of uncollected items which should be deducted from deposits, but 
the deduction made in this computation appears to be a reasonable 
one. 

In cities where the item “Due to banks” is not as large as the 
item “Due from banks,” the figures for net demand deposits are 
under ordinary circumstances the same as total demand desposits. 
This condition held in only two of the cities studied, Rochester 
and Syracuse, and tend to make the velocity figures computed for 
these cities slightly smaller than they would be if the computation | 
could be made ‘on exactly the same basis as the figures for the 
larger centers. ; 

The various steps in the computation of velocity are shown in 
the accompanying working sheet for 42 New York City banks. 

Velocity in Eight Cities, 1919-1922. The annual rate of 
turnover of individual demand deposits for representative groups 
_of banks in eight cities is shown in the accompanying diagram and 
table. The diagrams are drawn on a logarithmic scale in order 
that the percentage fluctuations in the lines representing velocity 
in different cities may be directly comparable. The use of this 
scale tends to distort somewhat the contrast in rate of velocity 
between the different cities, but shows more truly the relative size 
of fluctuations. 

It is notable that the rate of turnover in New York City is 
much more rapid than in any other city reported, ranging from 
about sixty times a year to about ninety times a year. Chicago 
ranks second among the cities reported, with a rate of turnover 
of deposits between forty and fifty times a year. San Francisco, 
Boston, and four up-State New York cities follow in the order 
named. Syracuse shows the slowest rate of turnover, reaching, 


142 MONEY, CREDIT AND BANKING PRINCIPLES 


*9PEUI SI UOT}D9IIOD OU ‘SsSdOK9 OU ST SIO} JT ,,"SyUeq WoO] 9nq,, JeAO ,,syue OF ONC, JO Sseoxe 9Y4 SI UUINOO SIG], :OF UUINTOD 
“Avenue { Ul pepnjout sie T Areniqey 
pepue oom ay} JO SIqep ay} Jo sYZXIS-oay pue F AIenUeL papus Yoo 9} Jo sjIqep sy} Jo syITY-0M} ‘o[durexe Jo “YJUOU oy} UIYPA Sure} sAep SuLZIOM 
jo Joquimu 94} 0} uorlz10doid ut pepnyour ore yyUOU 9Y4 Jo pus puL SuluUTZeq 944 Ye SYO9M IOJ syiqep 9y4 ‘seinsy ATYJUOW oy Ye BULATIIe UT :¢ UUINIOD 
‘syisodap ouil} Jo JUNOWe oY} jo ‘Y}XIS-A]UAM4-aUO IO ‘spuOdaS-A}JY-OM4 JHOGe 0} JUNOUTe aIOJo1NY} Y9oM yore spsodap oust} ysurese UMVIP 
SyIyD “Jesh © 901M} YNOGe sSeIBAe UL UO I9AO pouUINy szisodep sul} yey} paMmoys syueq AjID FIOR MON 9 Ul UOlzesI4sSOAUT UY :7 UUIN[OO—'TLINAWWOD, 


oo Sore Eee vee fec cence ee fee eee eee efe rete ]e nee ete ee eerie eee efe eee e es feneseeeeees! Bpetozzig froseorst tl eeety zicesce | T ‘qed 
CL or €Z0'e$) ESL‘7BL | O6'PSL‘E | SZ “URL | BIP'ErE ‘bez$ Ons ‘CHL$ SZ 98F'TLS‘8T$] 969'6T6'E | £E7'9 LOE‘ ooz‘eeo'e | Sz ‘uel 
st eee eee eee OFS‘ TSL SEE'SBL'E ST ‘uel ee es LOVTPL FE ¥83'9T O61'L LET‘99L'F ST ‘uel 
teveseesteescrsssesl pores, | zogossie | Tr wef] Gy 0) /Gdesiao obey) DIaocicion: “+++! etp6rce | pesis ¢ | OLE'Z Loe'zose | TT ‘uel 
es eee 096'F08$ Z7Z8'998'E$ ¥ ‘uel serene ec cd see Sez‘ ZzS'F$ es ozt‘z¢$ sce‘6zs'F$ 5d ‘uel 
cC6T CZOT 
, (peqoesy : 
(TT ‘Too ‘ (1e94 -qns (peqoesy oom 
+8 ‘JOo)| (eBeisAe) | (poqowsy ut sAep yjuour yqyuour oom aq 0}) -qns yore 10} 
sysodep syiqep 
spisod syisodep |-qns aq 04) puewap aqeq SuryIOM) Ayrep yoee ul yora yoes 10J + |yxaaM yore! aq 04) Te404 pepue 
-ap jo pueulsp | syueq 03 ZOEX L “Joo : sAep Sut syiqep sjiqep s[eMeip 9t+ fsyunoooe | Fee 
I9AONIN}| paestAdy | ep oN PN ‘sqiqop jo a te -3.IOM jo yeqOL POSTAdY “WIM =| sisodep | Jenprarput 
jo oye f Pe ayer jenuuy Jequin Ny juour sury, | 0} stiqeq 
yenuuy : “UI9A05) 
ras ai oT 6 - 8 L 9 s ¥ £ 4 T 


(ZI pus 9 sumo 4deoxs ‘paz4TUI0 000) 


SHNVG DNILAOdaY ALID WAOA MAN OML-ALYOY NI SLISOdAG ANVG AO ALINOOTAA DNILNIWOD AOA LAAHS ONIXAXOM 


THE CIRCUIT FLOW OF MONEY 143 


in August, 1921, a rate as low as seven times a year. It is clear 
that the rate of turnover bears some relation to the size of the city 
and its population, although there are a number of cases in which 
the order of ranking of the cities in velocity is different from their 
order in size of population. The population of Boston, for ex- 
ample, is considerably larger than that of San Francisco and the 
population of Buffalo is practically as large as that of San Fran- 
cisco. The velocity of deposits in both Boston and Buffalo is less 
than in San Francisco. There are clearly other influences affect- 
ing the rate of turnover besides size of population. Among the 
most important of these factors should probably be listed the size 
of the population in the immediate environment of the city and 
the character of the city as a financial center. The factor which 
correlates most closely with velocity is the amount of bank 
deposits. This relationship will be presented more fully later in 
this paper. 

A second striking feature of the figures is the distinct seasonal 
movement in the velocity of deposits. In New York, for ex- 


ample, deposits turn over most rapidly in November and Decem- | 
ber, accompanying the heavy volume of reiail trade preceding’ | 


\ 


\ 
\ 


Christmas. In most years there is a secondary peak early in the 


summer, at the time when summer purchases are being made. 
The seasonal movement in Boston is closely similar to that in 


New York. In Chicago and San Francisco there is apparently no - 


distinctive seasonal movement. The four up-State New York 
cities combined show a movement somewhat like that in New 
York City, but with less violent fluctuations. The diagram, which 
segregates the figures for these four different cities, indicates that 


the most striking fluctuations are in the case of Albany, which — 


appears to experience a high peak of velocity in May or June 
of each year and a secondary peak in December. 

The fluctuations shown in the diagrams for the past two years 
are clearly the result not simply of seasonal changes, but also of 


changes in the business situation. In most of the cities for 


which figures are available, velocity was at its highest in the latter 


part of 1919 or in the latter part of 1920, The figures for 1921. 


were almost universally low, and the greatest inactivity appears to 
have been reached in mid-summer of 1921. A considerable re- 
covery has taken place since that time, particularly in the past 
few months. 


144 MONEY, CREDIT AND BANKING PRINCIPLES 


Velocity in the United States as a Whole. From the figures - 
which have been computed for the velocity of deposits in eight 
cities it is possible to learn something of the velocity of deposits 
in the country as a whole, although the eight cities are not 
sufficiently representative to give a basis for anything more than 
an approximate figure for the country. 

For the eight cities the average velocity, weighted by the amount 
of total bank deposits as reported in the Bankers’ Encyclopedia, 
was 61 for the year 1920 and 56.9 for the year 1921. Even a 
casual inspection of the figures, however, makes it clear that this 
average is too high to be representative of the country as a whole. 
The cities included in the computation are mostly large cities, 
which are to a considerable degree financial centers, and it is clear. 
that the rate of deposit turnover tends to be more rapid in large 
cities and financial centers than in smaller communities. 

In an effort to discover some general relationship, the rate of 
turnover in these eight cities has been compared with other factors, 
such as population, bank deposits, and bank deposits per capita. 
Of these three factors, the one showing the highest correlation 
with velocity was bank deposits. For seven of the cities (exclud- 
ing Albany, which appears to be an exceptional case) the correla- 
tion between velocity and deposit figures was very close. 

On the basis of the data for the seven cities (excluding Al- 
bany), an attempt has been made to estimate the velocity of de- 
posits in other cities for which the only available data are those 
for bank deposits. The largest group of cities for which we have 
these figures is that published in the Bankers’ Encyclopedia in- 
cluding 282 clearing-house centers and giving deposit figures for 
about December, 1921. The list includes 107 of the 134 cities of © 
50,000 or more inhabitants and includes also 175 cities of less 
than 50,000 inhabitants. Any average velocity computed from 
this list would undoubtedly be too large to be representative of 
the country as a whole, but it would be one step nearer to a coun- 
try-wide figure than the weighted average computer simply from 
the eight cities. 

On the assumption that velocity in these 282 clearing-house 
centers bears the same relation to deposits as in the seven cities 
studied, velocity figures have been estimated. The 24 cities re- 
porting bank deposits over $100,000,000 were treated individually. 
The remaining cities were divided into seven groups and a velocity 
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_ figure for each group estimated. An average velocity for all the 
282 cities was then computed, weighting the velocity of each group 
in accordance with the total amount of bank deposits in the group. 
The resulting figure is 36.. The large amounts of bank deposits in 
such centers as New York, Chicago, and Boston give a weight to 


ANNUAL RATE OF TURNOVER OF BANK Deposits 


New Total 

York | Al. | Buf- |Roch- | Syra- | 4 up- 
City bany | falo | ester | cuse State 

cities 


Year 
39 3 10 3 6 22 
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1919 
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Bos- | Chi- oe 
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ANNUAL RATE OF TURNOVER OF BANK Deposits (Continued) 


Total 
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the high velocity in those cities which offsets in considerable de- 
gree the very low velocity for cities with deposits under $100,- 
000,000. 

The 282 clearing-house centers used in this computation showed 
on December 31, 1921, total deposits of about $26,000,000,000, as 
compared with total deposits for the country as a whole reported 
in the Bankers’ Encyclopedia at $40,600,000,000. A minimum 
estimate of velocity for the country as a whole may be secured by 
assuming that the velocity in all centers not included in our tabu- 
lations was zero. The computation on this basis gives a velocity 
figure of 23.6. 

On the basis of the foregoing computations it is probable that 
in 1920 and 1921 the velocity of circulation of individual demand 


deposits was at a rate somewhere between 25 and 35 a year. 


Summary. (1) Figures now collected by the Federal reserve 
banks make it possible to separate the two elements entering into 
the volume of checks drawn, changes in the amount of individual 
bank deposits, and changes in the rate of turnover of deposits. 

(2) The rate of turnover of deposits computed for groups of 
banks in 8 cities, for each month since January, 1919, ranges from. 
a minimum of seven times a year in Syracuse to ninety times a 
year in New York City. 

(3) Different cities reflect quite differently changes in seasonal 
demands for funds and cyclical changes in business. 

(4) Velocity for the country as a whole in 1920 and 1921 is 
estimated at somewhere between twenty-five and thirty-five times 
a year. 


QUESTIONS AND EXERCISES 


1. Explain what is meant by the flow of money. Velocity of money. The 
flow of goods. 

2. What are the common causes of changes in the circuit flow of money 
and goods? 

3. Which of these changes are controllable? 

4. What would be the objections to reducing the flow of money and goods 
to one continuous uniform circuit? 

5. Explain how the velocity of bank deposits is computed. 


CHAPTER VI 
A.—MONEY AND THE PRICE-LEVEL* 


Many heated controversies have centered about the 
nature of the relation between changes in the quantity 
of money and in the general level of prices. The follow- 
ing pages contain a brief presentation of the quantity 
theory of money, some observations as to its theoretical 
weaknesses, and an account of some of the ways in which 
it is of practical importance—[Ed. Note.] 


As price is the central theme of economics and one of the most 
persistent interests in life, it is not surprising that there have been 
many controversies over the question what causes fluctuations in 
price. Particularly heated have been the arguments concerning the 
relation of changes in the quantity of money to changes in the 
price-level. At one extreme are those who, with Professor Laugh- 
lin, insist that “price movements are in every case the cause of 
fluctuations in the volume of money in circulation.” At the other 
extreme are those who, with Professor Fisher, denounce “the fa- 
natical refusal of some economists to admit that the price-leyel is in 
ultimate analysis effect and not cause.’”’ This clash of opinion can 
be examined to best advantage by means of an equation of ex- 
change. The discussion, however, will not be easy reading. 
There appears to be no way of making it easy without yielding 
to the temptation of making it seem a far simpler matter than it 
really is. Nevertheless, even those business men who are im- 
patient with the abstractions of economic theory may find a 
further study of this subject not without its practical.advantages; - 
for changing price-levels are of vital concern to business. Indeed, 
seldom do business men get together without raising the question 
whether prices are likely to go up or down. 

In order to follow this discussion without becoming confused, 
it is necessary to keep in mind the distinction between the general 
price-level and the relation of individual prices to each other on a 


* Chapter X from Money by William Trufant Foster and Waddill 
Catchings, Pollak Foundation. 
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given price-level. To attempt to deal with these two subjects at 
the same time is confusing. Innumerable causes have a part in 
determining individual prices—the price of a quart of milk, for 
example, or the price of a ton of coal—and never are the same 
causes operating to the same extent in any two individual prices. 
But in all cases and at all times, one of the causes which inevitably 
affects all individual prices is the price-level: no matter what other 
factors enter into the present prices of milk and coal, we may be 
sure that one of the factors is a general price-level much higher 
than it used to be. Coincident with any change in the price-level, 
there may or may not be a change in the relative prices of milk and 
coal: but in this chapter we have nothing to do with the relation of 
individual prices to each other. It is only with factors that deter- 
mine the general price-level that we are here concerned. In the 
following chapter we shall have something to say about the func- 
tion of individual prices. 

Measurement of the Price-level. The price-level means the 
prices of things in general: it includes such diverse items as the 
price of a toy balloon and the price of an ocean liner. Never- 
theless, the conception of a general price-level can be made definite 
by means of index numbers. Professor Fisher, in The Making 
of Index Numbers, provides us with methods of measuring such 
elusive things as fluctuations in real wages, in exchange rates, in 
volume of trade, in the cost of living, as well as in the purchasing 
power of the dollar. He tests not only all the, formule for index 
numbers that have been used, but as well all that reasonably could 
be used; and he tests them by means of actual calculations, exten- 
sive and painstaking, based on actual statistical records. Thus he 
proves that several of the methods of constructing index numbers 
now in common use are grossly inaccurate; he makes clear why 
some formule are precise and others far from it; he points out 
how to save time in the work of calculation; and he shows how 
to test the results. 

But, after all, is it possible to devise a means of measurement 
that is sufficiently precise to be used as a basis for determining 
matters of such concern to all human beings as contracts, cur- 
rency measures, price adjustments, and wage schedules? The 
doubts on this question that have hitherto stood in the way of the 
universal use of index numbers must vanish before Professor 
Fisher’s demonstrations. He shows that an index number may 
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be so precise an instrument that the error “probably seldom 
reaches one part in 800, or a hand’s breadth on the top of Wash- 
ington Monument, or less than three ounces on a man’s weight, or 
a cent added to an $8 expense.” He shows further that all the 
forms of index numbers that satisfy his few, simple tests give 
results so nearly alike that it matters little or nothing, for most 
practical purposes, which form is employed. Any one of these 
forms is comparable, in point of accuracy, with many of the instru- 
ments that are universally and unquestioningly employed in other 
scientific fields. 

‘All sciences are characterized by a close approach to exact 
measurement. Without units of measurement, generally under- 
stood and accepted, science could have made little progress. In 
order to determine the pressure of steam, we do not take a popular 
vote: we consult a gauge. Concerning a patient’s temperature, 
we do not ask for anybody’s opinion: we read a thermometer. In 
economics, however, as in education, though the need for quantita- 
tive measurement is as great as in mechanics or in medicine, we 
have been guided in the past largely by opinions and guesses. In 
the future, we must substitute measurement for guesswork. — For- 
tunately, we are now making rapid progress toward this end by 
employing those formule that are demonstrably the most accurate 
for calculating the index numbers of general prices. 

The Equation of Exchange. Keeping in mind the distinc- 
tion between individual prices and the price-level, we may now 
consider what is meant by the equation of exchange. It is merely 
the balance of all the money spent for goods and the dollar-values 
of the goods. Under the term “goods,” we here include all wealth, 
property, and services; all goods, both new and _ second-hand, 
both tangible and intangible. In the equation of exchange, there- 
fore, we use the term “goods” to cover all things the transfer of 
which involves the actual transfer of money. In other words, the 
equation of exchange is a summing up of all the actual transfers 
of goods for money in a given community that are completed 
within a given period of time. If we express this equation by 
saying that MV =Xpq, most readers exclaim at once that it is too 
complicated to be of any use. If, on the other hand, we express 
the equation by saying that, in any one time, the sum of money 
paid for goods is equal to the sum of money received for goods, 
most readers are just as promptly inclined to reject the equation 
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as too simple to be of any use. In both cases, they speak too 
hastily ; for in algebraic symbols it is the same equation as in words 
of one syllable, and in either form it may be used in such a way as 
to clarify the part’ that money plays in the world’s work. 

The complete equation of exchange is, then, simply the sum 
of all individual exchanges of goods for money, presented on 
one side as a sum of payments made and on the other side as a 
sum of goods transferred. The money, however, is used over 
and over again: the farmer who receives a dollar for a sack of 
corn may use the dollar to buy a hoe; the hardware dealer may 
then spend the same dollar for twine; and so on. Consequently, 
in any given year, the number of dollars spent is many times the 
number in circulation. The money side of the equation is, there- 
fore, the number of dollars in circulation multiplied by the number 
of times they are used. Or, since the number of times a dollar is 
spent within a given period of time is called its velocity of cir- 
culation, we may say that the money side of the question is always 
the quantity of money times its velocity. Thus, if the money in 
circulation in a given country is one billion dollars, and each dollar 
is used to exchange goods twenty times in a given year, the money 
side of the equation is twenty billion dollars. 

The goods side of the equation must also be twenty billion dol- 
lars, since it is nothing but the dollar-values of the goods that 
are exchanged by means of money. It is the number of cars sold 
times the price per car, added to the number of bales of cotton 
sold times the price per bale, added to all the other quantities of 
goods sold times their respective prices. So far, we have offered 
nothing more debatable than the statement that 4 x 6= (2 X 5) 
(7X2); 

The equation of exchange is just as simple, though less familiar, 
when we state it in algebraic terms. If, for a given year in a 
given community, we call the quantity of money M (here, as 
throughout this volume, using money to include both currency and 
bank deposits subject to check), and if we call the velocity of 
money spent for goods V, the money side of the equation becomes 
MV. If we now call the price of a given article p, and the num- 
ber of those articles sold for money q, the goods side of the equa- 
tion becomes p multiplied by q, plus the products of the g for every 
other article multiplied by its p. If we listed the prices and the 
quantities of all the goods sold for money in a given year— 
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52,385,020 packages of gum at 5 cents, 270 houses at S72 90; = 
3,480 cords of wood at $13.20, and so on—our list would outrun 
the pages of the biggest book. But we can sum up the entire 
list thus: Spg. Here the algebraic symbol “3” indicates summa- 
tion. By 3pq we mean the sum of all the prices multiplied by 
all the quantities of all the goods exchanged for money dur- 
ing the entire year. The equation of exchange then becomes 
MV=pq. ; 

In discussing this equation of exchange, Professor Fisher dis- 
tinguishes between bank deposits subject to check (M’) and cur- 
rency (M); also between the velocity of deposits (V’) and the 
velocity of currency (V). The equation of exchange then 
becomes MV +M’V’=3pq. For certain purposes, these distinc- 
tions are important, since, when the price-level is changing rap- 
idly, the quantity of currency (7) by no means varies directly 
with the quantity of deposits subject to check (M’); and the 
velocity of currency (V) by no means varies directly with the 
velocity of deposits (V’). 

So many people have tried to find in the equation of exchange 
something false or abstruse that we should perhaps say again 
that it is merely a statement of fact. In itself, the equation of 
exchange may seem of no importance—a mere truism. It is, how- 
ever, of the utmost importance that we should draw no conclu- 
sions from it which do not follow logically; and it is equally 
important that we should take into account at all times the con- 
clusions which do logically follow regarding the relation to each 
other of the four terms of the equation. 

The Quantity of Money in Relation to the Price-level. 
What are the conclusions that are usually drawn from this equa- 
tion? It is said to follow in general that, if there is a change 
in any one of the four terms, there must be an exactly offset- 
ting change in one or more of the other terms. Consequently, 
it is said, all other factors in the equation remaining the same: 


(1) The price-level varies directly as the quantity of money. 

(2) The price-level varies directly as the velocity of money. 

(3) The price-level varies inversely as the volume of goods trans- 
ferred by money. 


The price-level, therefore, is said to vary directly with the quan- 
tity of money in circulation, provided the velocity of circulation 
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of that money and the volume of trade for which it is employed 
are not changed. This conclusion was well expressed by Simon 
Newcomb, as follows: “When the volume of the currency fluctu- 
ates, other conditions being equal, the purchasing power of each 
unit of money varies inversely as the whole number of units, 
so that the total absolute value of the whole volume of currency 
remains unaltered by changes in that volume.” All these con- 
clusions are sound. They hold absolutely: there is no need of 
making the qualifications that are often made. They hold true 
both for short and for long periods of time, and for abnormal 
periods, however we may define “abnormal,” and for transitional 
periods, as well as for all other periods. 

Before we conclude, however, that changes in the price-level 
are always caused by changes in the quantity of money, we should 
note that logically we can draw from the equation of exchange 
another set of conclusions. Other factors in the equation re- 
maining the same: 


(1) The quantity of money varies directly as the price level. 

(2) The quantity of money varies inversely as the velocity. — 

(3) The quantity of money varies directly as the volume of 
goods transferred by money. 


Evidently, the equation of exchange tells us nothing whatever 
concerning the causal connection between changes in the price- . 
level and changes in the volume of money. The equation re- 
mains true whether a rise in prices is due to an increased quan- 
tity of money, or an increased quantity of money is due to a 
rise in prices. 

The Quantity Theory of Money. Those who believe that 
an increased quantity of money, without a change in the supply 
of commodities, must result in an exactly proportional rise in 
the price-level, are rigid “quantity theorists.” A recent expo- 
sition of their views by one of the most distinguished of mone- 
tary authorities may serve as well as any other to show what is 
usually meant by the quantity theory. In Money and Foreign 
Exchange after 1914 (p. 53) Gustav Cassel says: “A diminution 
in the supply of commodities should properly call for a corre- 
sponding reduction in the community’s supply of currency. If 
this is done, then the price-level must remain unaltered. If, 
on the other hand, it is not done, but the community’s supply of 
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currency remains unaltered, in spite of a scarcity of commodities 


having arisen, it is obvious that a general rise in prices must 
follow. This rise in prices must be proportional to the plenti- 
fulness of the supply of currency—i.e., it must be determined 
by the relation between the actual quantity of currency and that 
which would have conformed to the new reduced supply of com- 
modities. Let us imagine that it would be possible to express 
the supply of commodities statistically by an index number, and 
let us further imagine that this index number has sunk from 
100 to 80—i.e., that the community’s supply of commodities has 
been reduced by 20 per cent—then, according to this reasoning, 
the supply of currency would also have gone down from 100 to 
80. If it has not done so, but has remained at 100, then it is 
too plentiful in the proportion 100:80, and the consequence must 
be a rise in prices in the same proportion—i.e., the general price- 
level must be raised from 100 to 125... . If we suppose that 
the community’s supply of currency was increased to double the 
normal amount, while the supply of commodities went down from 
100 to 80, then from the first cause a rise in prices from 100 to 
200 must result, and from the second cause a rise in prices from 
100 to 125. The total rise in prices must, then, have been from 
100 to 250.” This statement of the quantity theory, we cannot 
accept, because it holds true only if “all other factors remain the 
same.” . 

The Assumption that “All Other Factors Remain the 
Same.” In our exposition, we have placed in italics the assump- 
tion that all other factors remain the same; for it is to this as- 
sumption that we should direct our attention. Failure to take 
it duly into account has been responsible for most of the contro- 


versy, some of it not far from acrimonious, that has raged around 


this subject. 

The truth is that other factors never do remain exactly the 
same. Consequently, when we say that the. price-level varies 
directly with the quantity of money in circulation, all other fac- 
tors remaining the same, we confine ourselves to hypothetical 
conditions. As Professor Fisher himself says, “The proposi- 
tion that prices vary with money holds true only in comparing 
two imaginary periods.” In the actual world of business, these 


“other factors” are constantly changing. The conclusions which | 


are logically drawn from the equation of exchange when the as- 


ti 
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sumption in question is made never hold true of actual business 
conditions, for concerning such conditions the assumption is un- 
warranted. Consequently: 


(1) The price-level never varies directly as the quantity of money. 

(2) The price-level never varies directly as the velocity of money. 

(3) The price-level never varies inversely as the volume of 
goods transferred by money. 


This does not warrant us in condemning the equation of ex- 
change as useless, for in economics, as in engineering, there is 
no way of discussing the operation of any force or law except 
under certain assumed conditions. The trouble is that when 
we assume that other things remain equal, we sometimes forget, 
after a while, that we have made an assumption, and we are then 
in danger of drawing conclusions as though our assumption were 
an established fact. It is partly because business men have ob- 
served errors of this kind that many of them have rejected the 
equation of exchange. Rather than reject it, they would do 
well to learn more about those other changing factors. Let us 
now consider the most important of them. - . 

Goods are Transferred Without Money and Money With- 
out Goods. The equation of exchange does not take due account 
of all the influences that affect the actual price-level during any 
given period of time, because it takes no account of the volume 
of goods that are transferred without the transfer of money and 
the volume of money that is paid for goods when no goods change 
hands. Such transactions take place constantly and to an extent 
that cannot possibly be predicted in advance. Oswald St. Clair 
appears to fall into the common error of overlooking this factor 
when he says: “Where does the money income come from? From 
the sale of goods and services. The one stream exchanges for 
the other and is necessarily equal to the other. The magnitude 
of the one is measured against the magnitude of the other and 
thereby is determined what we call the general level of prices.” 
This is not an accurate description of the trade of any given 
month or year; consequently, it cannot fully explain the general 
level of prices in any given month or year. Within any given 
period of time, a volume of goods is purchased without the ex- 
penditure of money: the debts are carried on open book accounts. 
Money may or may not be used at a later period on account of 
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these transfers of goods; but, during the period in question, these 
transactions on the goods side of the equation of exchange have 
no counterpart on the money side. On the other hand, in any 
period of time, there are transfers of money in payment for 
goods which have changed hands previous to the period in ques- 
tion. So there are always transactions on the money side of 
the equation that have no counterpart on the goods side. 

Suppose we allow M” to stand for the money that is paid for 
goods in a given year without the transfer of goods, and T” to 
stand for the goods that are transferred in that year without 
the payment of money. Now, the significant facts are that 
neither M” nor T” are exactly the same for any two periods of 
time, nor do they maintain fixed relations to M and T, or to 
each other. That is to say, M” and T” are among those other 
factors which never do remain the same. 

These transactions, therefore, make the price-level of the 
equation of exchange for any given period different from the 
actual price-level. Goods transferred without money (T”) do 
affect the actual price-level, but they do not affect the price-level 
in the equation of exchange. Leather, for example, that is sold 
but not paid for in any given period has its part in determining 
prices of leather, and prices of leather have their part in deter- 
mining the general price-level. But leather, if sold and not paid 
for, does not appear in the equation of exchange. Since it is 
not included in T, it cannot affect P. On account of these fac- 
tors, which never do remain equal, the price-level in the equa- 
tion of exchange (P) is the price-level of an imaginary period, 
never the price-level with which business has to deal. 

When we look upon the equation of exchange as though it 
were a complete picture of trade, we naturally conclude that goods 
and money cannot affect price-levels within a given period of 
time unless they have actually been exchanged. This is one of 
the errors that is commonly involved in discussions of the quan- 
tity theory. “Neither goods nor gold,” says Oswald St. Clair, 
“so long as they remain withdrawn from the two streams that 
are constantly measuring themselves against one another, exer- 
cises any influence on the ratio called price.” They do influence 
price, however, because the volume of money which is available 
but not used during a given period, and the volume of goods 
which are on hand but not sold, have their part in determining 
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the policies of the banks in making loans and the extent to which 
merchants are willing to extend credit and to buy on credit. When- 
ever merchants sell on credit, the goods are sold at a price, and 
the price has the same immediate effect on the market as though 
the goods were sold for money. Thus, by affecting the volume 
of goods transferred without money (T”), both goods and gold 
that are outside the currents of exchange may play a part in de- 
termining price-levels. 

Furthermore, there are periods during which M” and T” fall 
far short of balancing. If this were not the case—if the volume 
of money transferred without goods and the volume of goods 
transferred without money actually did offset each other, or 
very nearly so, within a sufficiently short period of time—such 
transactions would not interfere with the practical uses of the 
equation of exchange in connection with short-time business ven- 
tures. Simon Newcomb assumed that they did offset each other. 
“Taking each year by itself,” he wrote, “the chances are that 
the excess of industrial circulation arising in this way towards 
the end of the year will be balanced by the payment of debts 
incurred during the year before.” Probably there was no such’ 
balance even in his generation. Certainly there has been no 
such balance during the past decade. Whenever the price-level 
is changing, the discrepancies between M” and T” do not offset 
each other within any given year; and a year is time enough 
for a violent change in the price-level and for a business crisis. 
At certain stages of the business cycle, transfers of goods with- 
out money far outrun transfers of money without goods. At 
other stages, the opposite condition prevails. 

These discrepancies could not be vast if, as some discussions 
assume, the volume of trade varied directly with the volume of 
production. It does not. Obvious as the fact appears, it is 
not taken into account by many of those who slip in the phrase 
“other factors being equal.”” Among the other factors which do 
not remain equal is the relation between the volume of produc- 
tion and the volume of trade. 

Quantity of Money and the Price-level Under “Normal 
Business Conditions.” In any given year, then, since “other 
factors” may be disastrously far from equal, the conclusions that 
are usually drawn concerning the relation of the quantity of money 
to the price-level do not necessarily hold true. Admitting this, 
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however, there are many who contend that the conclusions hold — 
true for short periods of time under normal business conditions, 
and that they always hold true in the long run. 

In answer to that contention, it may be said that, from the 
standpoint of the immediate interests of business, any theory 
is limited in usefulness that applies only to “normal” conditions. 
Strictly speaking, there is no such thing as “normal” business 
conditions: “other factors” never do remain exactly the same 
or in exactly the same relations. If, however, we vaguely call 
business normal when, as in the period from 1909 to 1913, fluc- 
tuations in price-levels, in employment, in volume of production, 
and in volume of trade are comparatively slight, and if it is only 
in such periods that a given theory is useful, evidently it is not 
useful in those periods in which business men are chiefly inter- 
ested and concerning which they are in greatest need of enlight- 
enment. It is when prices are rapidly rising or falling, and the 
country seems headed for a boom or a depression, that there is 
most urgent need of further knowledge concerning the relation 
of money to prices. In such times, we are told, the price-level 
does not vary directly with the quantity of money. 

Evidently it does not. When money is produced much more 
rapidly than goods, prices of goods are likely to increase out of 
proportion to increases in the volume of money. In Russia, 
for example, for a number of months following the World War, 
depreciation of money, according to J. M. Keynes, proceeded 
at least three times as rapidly as would have been possible had 
the quantity theory applied, without qualification, to this period. 
And in Germany, during 1922, according to the Manchester (Eng- 
land) Guardian, “panic demand for goods and foreign exchange 
drove prices and exchange rates to a height out of all propor- 
tion to increase in currency, fabulous though that appears.” This 
is not surprising. There is always a tendency to withhold goods 
when they are daily increasing in value, and to. spend money 
when it is daily decreasing in value. When there is a general 
expectation that prices will soon be higher, more money is re- 
quired to induce any one to part with his goods than when the 
price-level is relatively stable. In other words, increasing re- 
luctance to part with goods for money has the effect of advancing 
prices in anticipation of new issues of money. For this reason, 
the price-level of any particular day within a period of inflation 
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could not long be sustained without a still larger volume of 
money. Consequently, when the volume of money stops expand- 
ing, prices are likely to break quickly; and, once prices have 
stopped advancing, they move downward more rapidly than the 
volume of money contracts. Thus, whether prices are going up 
or going down, the changes are not in direct proportion to changes 
in the quantity of money. 

The Quantity Theory in the Long Run. The “other fac- 
tors” of which we have been speaking tend to remain equal only 
over long periods of time. This is a circumstance that puts all 
statements of the quantity theory still further beyond the range 
of most of the immediate interests of the business man. ‘The 
theory may hold true,” he says, “after this unsettled period of 
transition is over. Unfortunately for me, I have to do business 
throughout the period. It‘is the wages, prices, bank rates, and 
markets of to-day with which I have to deal. Before changes 
in the volume of money have had time to produce their full effects 
in accordance with the quantity theory, I shall have borrowed 
money, bought raw materials, paid workmen, sold the products, 
repaid the bank loans, and gained a profit or sustained a loss. | 
Consequently, whatever the ultimate effects of monetary policies 
may be, I am forced to deal daily with the immediate effects.” 

It is true that in the long run those other factors tend to remain 
in constant relation to the four factors in the equation of ex- 
change. The physical volume of trade tends to become equal to 
the physical volume of production, because eventually nearly all 
the goods that are produced are sold; and the excess, in any one 
year, of the dollar-values of goods sold over the dollars paid for 
goods tends to become balanced in subsequent years by the excess 
of dollars paid for goods over the dollar-values of the goods sold. 

It is true, also, that, in the long run, the physical volume of 
‘trade is not greatly enlarged by increases in the volume of money 
in circulation. Quite the contrary is sometimes true, as recent 
trade reports from Europe bear witness. But when a country 
is on a gold basis, and business is in the doldrums, and large 
numbers of men are unemployed, an increase in the volume of 
money in circulation that promptly gets into consumers’ hands as 
wages, or dividends, or bonuses, is an immediate stimulus to busi- 
ness. As a result there may be and often is an increase in the 


160 MONEY, CREDIT AND BANKING PRINCIPLES 


volume of money and almost immediately afterward an increase © 
in the physical volume of trade. 

It is true also that, in the long run, the volume of stock specu- 
lation, in numbers of shares, is not greatly enlarged by an enlarged 
volume of money in circulation. But at certain stages of the 
business cycle, a considerable increase in the volume of money 
in circulation, or even low interest rates leading to an expansion 
of loans, is certain to be accompanied by increased activity in 
the stock exchanges out of proportion to increased production of 
goods. This was the case in 1919, for the loans of New York 
City banks increased during that year of feverish business activity 
much more rapidly than the loans of all reporting banks. Any 
change whatever in the volume of money is likely to carry with 
it, in any given year, not only a change in the total volume of 
trade, but also still more important changes in the relative vol- 
umes of different kinds of trade. Furthermore, any change what- 
ever in the quantity of money is likely to be accompanied by 
some change in the velocity of money, and by other changes in 
the circulation which are more important than changes in the 
velocity of money in general. 

Long-run changes in the actual price-level must be due mainly 
to changes in the relation between the volume of trade and the 
volume of money in circulation, because over long periods of 
time all “other factors” become minor if not negligible. On any 
given day, however, some account must be taken not only of 
material facts, but as well of what people think about the facts. 
Prices have to do with states of mind as well as with states of 
matter. Although in the long run changing price-levels must indi- 
cate changing relationship between the volume of goods and the 
volume of money, it is true that, for a while and to some extent, 
the changing price-level may be due indirectly to the belief that 
something has happened or will happen to goods, or to money, 
or to both. Beliefs influence prices not only because they lead to 
changes in M and V and T, and in M” and T”, but also because 
they affect these “other factors.” In the long run, however, the 
price-level moves with real. rather than with supposed or antici- 
pated movements of goods and of money. 

But, whatever may be true in the long run, the immediate 
effect of an increase or decrease of money in circulation is not 
an exactly proportional increase in the commodity price-level. Nor 
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does a change in the commodity price-level always produce an 
equivalent increase or decrease of money in circulation. The 
slack may be taken up by other factors included in the equation 
of exchange, or by factors summed up in M” or T”. As the 
volume of money changes, other factors that influence price-levels 
also change. 

The Equation of Exchange is Too General. There are 
other particulars in which the equation of exchange fails us in 
connection with our inquiries concerning the immediately practi- 
cal affairs of business. 

The equation of exchange in its general form fails to serve 
our purpose, first of all, because its price-level includes all goods 
and all services. It lumps together all commodity transactions, 
wholesale and retail. The equation is affected in the same way 
by the sales of the American Wholesale Corporation as by an 
equal volume of the sales of the Woolworth Stores. It is im- 
possible, however, to analyze the causes or to follow the course 
of business fluctuations without distinguishing carefully between 
money spent for goods at wholesale and money spent for other 
goods. Changes in the total volume of trade may have less to’ 
do with initiatirig business depressions and revivals (as we may 
be able to show later on) than changes in the relative amounts of 
money spent in consumption and in production. But the gen- 
eral equation of exchange deals only with grand totals. 

The equation of exchange in its general form fails to serve 
our purpose, in the second place, because there are various other 
price-levels that have as much to do with the decisions of any 
given business day as the price-level of goods and services in 
general. There is not only a wholesale price-level for new goods 
and a retail price-level for new goods, but also a price-level for 
second-hand goods. There are price-levels for railroad freight 
rates and common labor, as well as for fuel and building mate- 
rials. There are also price-levels for real estate, for money, for 
bonds and for stocks. It is with these particular price-levels, 
especially in their relation to other price-levels, that the banker 
and the business man is immediately concerned in the transactions 
of a given day. 

Ordinarily, in current discussions, the term “price-level” refers 
to new goods at wholesale. But the wholesale price-level could 
not vary directly with the quantity of money, velocity of money 
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and volume of trade remaining the same, unless the relative 
amounts of money spent for goods at wholesale and for other 
purposes—for goods at retail, for second-hand goods, for serv- 
ices, for real estate, for bonds, for stocks, and so forth—re- 
mained the same regardless of changes in the total volume of 
" money in circulation. The fact is that they do not remain the 
same, individually or as a group: the proportions spent for these 
purposes vary greatly at different stages of the processes of 
inflation and deflation. For certain practical purposes, therefore. 
we must qualify any statement of the quantity theory with re- 
spect to the particular price-level of which we are speaking. The 
price-level of goods sold at wholesale does not vary directly with 
the quantity of money in circulation, other factors remaining 
equal, but with the quantity of money spent for goods at whole- 
sale, other factors remaining equal. Between money spent in 
consumption, moreover, and money spent for other uses, there 
is not a fixed ratio. On the contrary, various forces arise in 
the ordinary course of business which tend to alter, first in one 
direction and then in the other, the ratio between the money 
used to place goods on consumers’ markets and the money used 
to take the goods away. ; 

Nor does the equation of exchange separate money spent for 
capital goods from money spent for consumers’ goods. Such a 
distinction would not be of great importance, in connection with 
studies of price fluctuations, if expenditures for capital goods 
always increased in about the same proportion as expenditures 
for other goods. But, as we shall show in later chapters, this 
is far from being the case and the consequences deserve study. 
Before we can make much use of the equation of exchange in 
explaining business fluctuations, we must take account of the 
relative flow of various kinds of trade. 

At this point, lest our equations and figures of speech may 
convey the wrong impression, we should perhaps mention the 
fact that none of these changes in the flow of money are mechan- 
ical: they are all due to human choices: money flows wherever 
individual preferences direct the flow. 

The Equation Deals Only With Velocity in General. 
Another deficiency of the equation of exchange is that it deals 
only with the velocity of money as a whole. Here, again, quar 
tities are lumped together which have different effects on busi- 
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ness. Sustained production and sustained prices depend chiefly 
on the relationship between the use of money in consumption 
and the use of money for other purposes. Therefore, we have 
less interest in the velocity of money in general than we have — 
in the relative velocity of money used in consumption and money 
used for other purposes. If a given volume of money increases 
its rate of turnover, it makes no difference to the equation of 
exchange whether the increase takes place in wholesale markets 
or in retail markets: but it does make a difference to business. 
Indeed, it makes a crucial difference: If a million dollars in 
the hands of traders increases its velocity and thereby facilitates 
an additional transfer of a stock of leather on the way to shoe 
factories, it has precisely the same effect on the price-level in 
the general equation as though a million dollars in the hands of 
consumers had increased its velocity and had thereby increased 
the sales of retail shoe stores. But it has a different effect on 
retail prices and consequently a different effect on business as a 
whole. The sales of finished goods to consumers do not vary 
directly with changes in the velocity of money used in whole- 
sale markets, or in stock markets, or with changes in the velocity 
of money in general. In the long run, other things being equal, 
they do vary directly with the frequency with which money is 
spent in consumption. How long does it take for a dollar that 
is spent in consumption to get around to another use in con- 
sumption? In other words, what is the circuit time of money? 
And, during the circuit, how many times has the dollar been used 
to effect exchanges of a different character? With these questions, 
the equation of exchange has nothing to do. Yet, the answers 
to these questions may go as far toward explaining business in- 
stability as anything we now know or are likely to discover con- 
cerning the velocity of money in general. 

Summary of Remarks Concerning the Equation of Ex- 
change. To sum up our observations concerning the equation of 
exchange, we should say, first of all, that it is a statement of 
fact: it is true without qualification. But conclusions drawn 
from it, on the assumption that other things are equal, would be 
applicable only to an imaginary business world. The equation 
of exchange is further defective as a basis for conclusions con- 
cerning the real price-levels of any particular year, because it 
takes no account of changing factors that affect price-levels, in- 
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cluding transfers of money without goods, and transfers of goods - 
without money. The equation of exchange, moreover, is too 
general to carry us far toward an understanding of the immediate 
causes of fluctuations in the specific price-levels with which or- 
dinary business is daily concerned. It is too general because i 
lumps together exchanges of different kinds of goods that must 
be considered separately. It is too general, furthermore, be- 
cause, in order to make progress toward an understanding of 
the causes of business depressions, we need to consider, not only 
the velocity of money in general, but also—among other factors— 
the frequency of the use of money in consumption compared with 
the frequency of its use for other purposes. 

The Practical Value of the Quantity Theory. According to 
a common form of the quantity theory, the purchasing power of 
money, other things remaining equal, varies with the number of 
the units. We can readily assume conditions under which other 
things really would remain equal and, consequently, the value of 
the unit would vary exactly in proportion to changes in the num- 
ber of units; that is to say, conditions under which the purchas- 
ing power of the dollar would decrease in exact proportion to 
the increase in the number of dollars in circulation. But, as we 
have just observed, such conditions never exist in’ the compli- 
cated commercial world of to-day. Numerous factors, besides 
changes in the quantity of money, have their part in determining 
changes in the purchasing power of money. These other factors 
are so obvious, and so variable, and so difficult to measure, and 
at times really are of such importance, that the significance of 
the quantity factor is often obscured. Some of those who think 
of themselves as practical. business men, as distinguished from 
theoretical economists, are inclined to reject, in all forms, what 
is called the quantity theory of money. Why waste time in 
even discussing conclusions which, according to their own cham- 
pions, apply only to an imaginary world! 

But should we impatiently reject considerations of quantity 
because factors other than quantity must be taken into consider- 
ation, and because the theory fails fully to explain the conditions 
that confront us at a given moment? Should we not rather re- 
mind ourselves that all relations—not only those that involve 
human beings, but those in the physical world as well—are ex- 
ceedingly complex, and all theories would have been rejected in — 
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_ their entirety, if men had’ been unwilling patiently to study the 
varied operations of forces, under varied attendant circumstances ? 

We know, for example, that in general the heart action varies 
in proportion to the amount of a given stimulant, and this knowl- 
edge is put to timely, practical use by physicians all over the 
world. Rarely, however, can any one predict, in any particular 
case, exactly what changes will result from a given quantity of 
a given stimulant. There are always other factors which tend 
to offset or to augment the effects of the stimulant. We do not, 
for that reason, scout the theory; we merely do our best, in each 
case, to discover and to measure those other factors. 

To use an example which is even more familiar to business 
men, we may consider “the law of supply and demand.” Every 
business man has profound respect for this so-called “law.” He 
believes that he sees it in daily operation. Some of the favorite 
theories of economists seem to him to correspond not at all with 
what he sees going on about him in the familiar world of com- 
merce; but to him the law of supply and demand is more than a 
theory, for he meets it at every turn. By the law of supply and 
demand, he usually means that if the demand for a given com- 
modity increases faster than the supply, the price of that com- 
modity goes up: if the supply increases faster than the demand, 
the price goes down. To illustrate by means of an example, he 
will tell you that if the number of men wishing to buy Walk- 
Over shoes, and having the money to buy them at current prices, 
increases faster than the supply of Walk-Over shoes, the price 
will go up; and vice versa. 

If, however, our business man Prat something about eco- 
nomic history, or is a careful observer of current events, he can 
cite instances in which increased demand has resulted in no 
change in prices, or even in lower prices. He knows that during 
the war increased demand for aluminum, out of proportion to 
increased supplies, did not result in proportionately higher prices. 
He can cite numerous widely advertised specialties—chewing 
gum, washing powders, to go no further—which were sold dur- 
ing the war and after, at the pre-war prices, regardless of the 
increase in the number of those who wanted these articles and in 
the amount of money they had to spend. And everybody knows 
that in recent years the demand for Ford cars has gone up and 
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the price down. Evidently there are “other factors” that do not 
“remain the same.” 

Nevertheless, the business man’s belief in the law of supply and 
demand, and his conviction of its great importance in commerce, 
remain unshaken. For whatever special circumstances may, for 
the moment, or, in the case of certain commodities, tend to ob- 
scure the operation of the forces of supply and demand, the 
man of business still considers them the factors which above all 
others he must consider in his attempt to explain or predict price 
movements. 

If he applies the same reasoning to monetary problems, he 
will not discard the quantity theory of money as useless, merely 
because he has observed cases in which a known increase in the: 
quantity of money has not been followed by proportional decrease 
in the value of the dollar; or cases in which changes in the price- 
level, which he has known only too weil, have occurred with vir- 
tually no change in the quantity of money. On the contrary, he 
will look upon the quantity of money as the largest of the uni- 
versal factors in the long-run determination of prices. And he 
will attempt to discover and measure those other factors which do 
tend, at times, to prevent the price-level from varying in exact 
proportion to variations in the quantity of money and to prevent 
the quantity of money from varying as prices rise or fall. 

The connection between the quantity of money and the price- 
level is just as definite and clear as the relation between supply 
and demand and the price of a pair of shoes. If, for the mo- 
ment, the connection is obscured by special circumstances, we 
have only to take a broad survey of centuries of experience in 
_ numerous countries. We find that, invariably, notable discov- 
eries of silver resulting in new supplies, in the days when silver 
money was more important than gold money, were followed by 
an increase in the price-level; and that, after gold became the 
measure of value of the leading financial nations, extraordinary 
increases in the supply of gold were followed presently by sim- 
ilar rises in the price-level. 

We find, on the other hand, that when production of goods 
increased at a faster rate than the supply of gold, and when sub- 
stitutes for gold were not used to make up the deficiency, there 
was a fall in the general price-level. From 1876 to 1896, for 
example, there were substantial increases all over the world in 
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the activities that required a medium of exchange; but there 
was not a corresponding increase in the world’s supply of gold, 
and prices fell in all the chief trading centers of the world. This 
movement was not checked in the United States, or elsewhere, 
_ until the quantity of money and substitutes for money increased 
out of proportion to increases in goods to be exchanged by means 


of money. Here, as in the case of the law of supply and de- 
mand, the connection is far from clear; it may even seem to be 
wanting altogether, if we fix attention upon any one country 
at any one time. But if we divest ourselves of all prejudice, 
and minimize the effects of local and temporary conditions by 
making long-range studies, in numerous countries, of price-levels 
and money quantities, our search brings us to a conclusion from 
which there is no escape. We discover that there have been no 
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large, sustained movements in prices without corresponding 
changes in the relation of the volume of money to the volume of 
goods. 

This explanation of price fluctuations has been questioned be- 
cause, it is said, the decline in prices in 1920 preceded the reduc- 
tion in the volume of money. That is true. In 1920, the fall in 
the price of most raw materials and finished products was initiated 
by a restriction of credit which served notice on producers that — 
they could not get more loans freely. Hence many, to insure 
solvency, kept idle funds. Some increased their loans, in order to 
have sufficient funds on hand in case other indebtedness had to 
be paid. To get cash, there was a great unloading of stocks on 
hand. The Ford Company, for example, liquidated its inven- 
tories throughout the country, Many other companies had to 
adopt an equally determined liquidation policy because the banks 
had nearly reached the maximum limit of their credit facilities. 
Since the banks would not finance a further increase in prices, 
the upward movement of prices had to stop. Once the advance 
was checked, the unloading of speculative holdings started the 
most precipitous decline in prices in the history of the country; 
but it was not until later that there was a decrease in the money 
supply. In this particular case, then, the decline in prices pre- 
ceded the decline in the volume of money. 

There have been other cases, however, in which a reduction 
in money, with no corresponding reduction in goods, preceded 
and was the primary cause of a reduction in prices. There have 
been still other cases in which the primary cause was increase in 
volume of trade, due to improvement in methods of production 
and distribution of goods, with no corresponding increase in 
money. In some instances, increased prices are due to increased 
consumers’ demand that results from increased money. In other 
instances, an increase in prices is attributed to an increase in 
consumers’ demand when it is, in fact, only an increase in dealers’ 
demand. In still other instances, the bidding up of wages and 
material is followed by an increase of money in circulation, which 
dealers and manufacturers require in order to finance their oper- 
ations at the higher scale of prices. The common error is the 
assumption that it is always prices that affect the volume of money, 
or vice versa. As a matter of fact, it is sometimes prices that 
affect the volume of money and sometimes the volume of money . 
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that affects prices. Usually it is a combination of the two, react- 
ing upon each other. — 

Whether an increase in the volume of money initiates a rise 
in prices, or vice versa, matters relatively little. The main point 
of practical importance is that in no case could a general advance 
in prices continue if it were not possible to increase the supply of 
money. If European countries, during the war and after, had 
taken this fact sufficiently into account, they might have pre- 
vented the human suffering due to unstable money which sur- 
passed the suffering directly due to the war itself. 

Prices are a Measure, Not a Cause, of Trouble.* It follows 
- that prices are a measure of trouble, not a cause of trouble. 
That is why (excepting always, as we did at the outset, cases 
in which competition is prevented from having its full effect) it 
is useless to attempt to change the real cost of living by attack- 
ing prices. The people of the Miami district gained nothing 
by finding fault with the rod that measured the rising waters’ 
at Dayton: they protected the city from floods only by going 
back to the sources of trouble and making provision for an even 
flow of water. When we find fault with the prices at which , 
goods are sold, or indiscriminately condemn merchants as “profi- 
teers,” or blame producers as a class for raising the cost of 
living, or banks for making money dear, or household servants 
for the wages they obtain, we are attacking signs. We are try- 
ing to reduce the temperature by smashing the thermometer. 

That is what governments have done, for the most part, 
whenever they have tried to reduce the. real cost of living by 
prosecuting “profiteers.”” That is what Federal agents did when 
they took to task the restaurant proprietors of Boston. That 
is what the Committee of Manufacturers and Merchants on 
Federal Taxation tried to do through Government regulation 
of ground rents. That is all we can say for the attacks on retail 
clothiers and retail shoe dealers made by the Department of 
Justice at Washington. That, again, is what Representative Her- 
rick proposes to do by means of his bill for the standardization 
of all wages and all prices, and Senator Ladd by means of his 
bill “to reduce the rate of interest on loans.” And that is pre- 
cisely what New York City did in 1921 by carrying on a cam- 


* Op. cit., Chapter. XI. 
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paign against high rents in general, and then making the further 
mistake of abating taxes on new buildings in an attempt to repair 
the damage done by its initial interference with economic forces. 
These are all misguided efforts. For the most part, “profiteers” 
do not make high prices: high prices make “profiteers.” And 
buyers make the high prices. As Gustav Cassel said in his 
memorandum to the League of Nations, “the popular idea that 
a rise of prices can be prevented by legislation enacting maximum 
prices and inflicting severe punishments on speculators and 
profiteers while the country is insistently flooded with fresh money 
is a fallacy which it is very important to get routed out.” 

With what we have just said about the folly of government 
regulation of prices, many will not agree. Even so, we hope 
that they will reconsider the question in connection with what we 
have to say later on about Money as Suspended Purchasing Power 
and Money in Relation to Goods, for the discussions in these 
chapters give a new basis for the traditional objections to govern- 
ment regulation of prices. At this point, we suggest that those - 
who object to our conclusions examine the price movements of 
thirty-six commodities from 1913 to 1918, the changes in the 
quantities marketed of these same commodities. Now, the rela- 
tion to each other of these prices and the relation to each other 
of these quantities were determined for the most part, as we 
have shown, by buyers in the ordinary, daily course of marketing. 
If these are not the price movements which should have taken 
place since 1913, the question arises, what should have been the 
price dispersion? How could any one figure out in advance 
what ought to be the relations among these prices? Evidently, 
no one could decide what these thirty-six prices ought to be 
without deciding what thousands of other prices ought to be; 
for there must be a right relation of every price movement to 
every other price movement. In the face of these difficulties, 
how could even the ablest of Federal agencies achieve anything 
but confusion? As a matter of fact, in order to fix prices that 
would regulate production schedules and distribute the products 
as closely in accord with the desires of the people as the pre- 
vailing system of price-bidding, the Government would have to 
devise some means of measuring the almost infinite number of 
daily changes in the needs and desires of millions of people, and 
also some means of measuring the almost infinite number of 
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daily changes in the goods offered by the markets of the world 
for satisfying these changing needs and desires. These measure- 
ments are made at present with amazing precision by millions 
of buyers and sellers: no government is equal to such a task. . 
Although buyers have little to do with initiating changes in 
the general price-level, they have nearly everything to do with 
the relation of prices to each other on a given price-level. Did 
the price of sugar seem outrageously high at twenty-five cents 
a pound? Buyers put the price where it was in relation to other 
prices. It was as difficult to prevent them from hoarding sugar 
at twenty-five cents as it was later on to persuade them to buy 
it. at five cents. As soon as a strike against clothing dealers was 
organized in the form of “overalls brigades,” did the price of 
overalls go up? Buyers, not the sellers, were responsible. Do 
the rents of apartment houses on Manhattan Island yield un- 
reasonable profits? Buyers have put up these rents by seeking 
in such large numbers to house themselves on that small part 
of the world’s surface. Elsewhere buyers have leased apart- 
ments at rents which do not pay the taxes on the property. If 
the landlords are “profiteering” in the one case, the tenants are © 
“profiteering” in the other. Between the year 1914 and July 
1920, according to the Aberthaw Index, the cost of constructing 
a standard, reenforced, concrete building rose from 100 to 265. 
The higher construction costs resulted in a relative scarcity of 
buildings, whereupon those who wanted buildings boosted the 
rent, much as buyers bid up the price of hay when the hay crop 
is poor. During the same period, owners of Ford cars, finding 
that they had risen in value, did not refuse to profit from a com- 
bination of causes very much like that which resulted in higher 
rents. As a matter of fact, buyer and seller, landlord and tenant 
—and everybody else, for the most part, including those who 
condemn “profiteers”—are all actuated by the same motives. 
This procedure—cold, calculating, even cruel, as it seems to 
many people—is, in reality, not only defensible, but beneficent. 
Variations from this attitude toward prices are exceptional, and 
necessarily so. Where every one obtains as much as he can 
honestly and lawfully obtain for his goods—giving due con- 
sideration to long-run profits—the world is likely to have the 
largest volume of goods to distribute, the largest social dividend 
In this connection, as always in the midst of economic problems 
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that seem perplexing, we have to remind ourselves that we can- — 
not do a sleight-of-hand trick with prices and, like magicians, 
draw forth a stream of commodities out of an empty hat. The 
world can consume only what it produces; price can do no more 
than its full part in making that production large and continuous. 
Price cannot play that part unless it is the recognized rule that 
people labor and produce for as much money as they can obtain 
for their services and their goods. Exceptions may be noted in | 
the case of monopolies. Other exceptions there may be within 
very narrow limits, and some of these no doubt are coupled 
with high motives; but the rule remains. Mixing business and 
philanthropy is good for neither. The theories of price and of 
production here presented are consistent with the highest social 
ideals. There are many causes for the “high cost of living,” but 
the fact that people, as a rule, take as much money as buyers 
will pay is not even one of the minor causes. 


B.—STABILIZING GOLD PRICES * 


Closely connected with the problem of returning to 
the gold standard which many of the countries of Europe 
face and the redistribution of the world’s supply of gold 
which this return will require, is the problem of stabiliz- 
ing the price of gold: That the accomplishment of rea- 
sonable stabilization is desirable is hardly to be denied. 
The basis of stabilization, the limits within which it can 
be successful, the relation of central banks to stabiliza- 
tion, etc., are treated in the following pages.—[Ed. 
Note. | 


The gold standard has not been a very stable standard, especially 
for short periods, as shown in the previous chart. Price fluctua- 
tions have been going on almost continually as far back as records 
go, and the outstanding criticism of the gold standard has been 
its instability. The fluctuations have been the cause of serious 
disturbances in economic life, and have called forth various pro- 
posals for stabilizing prices. Some of the proposals for a stable 
currency have involved essentially the abandonment of the gold 
standard. Although there is little disagreement as to the desira- 
bility of stable prices, nevertheless, breaking away from the gold. | 


*From the report of the Commission of Gold and Silver Inquiry of the 
United States Senate, 1925, 
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standard would bring in complications and dangers which appear 
to outweigh the advantages sought. Efforts to attain relative 
price stability through regulating the value of gold appear to be 
more practical at the present time, and to offer better promise 
of success. 

Basis of Stabilization. Examination of price movements in 
the former chart brings out the fact that when sufficiently long 
periods are averaged the value of gold has shown a certain amount 
of stability. This leads to the conclusion that it may be possible 
to reduce to some extent the short time fluctuations. In 1914 
the purchasing power of gold was above its average for the 
preceding 135 years. At the present time the purchasing power 
is somewhat below this long time average. The average index 
number for British gold prices from 1779 to 1914 was about 
113 (on the basis of 1913 equals 100). In 1914 British prices 
were 13 points below this or at 100, while in 1923 they averaged 
about 152, or 39 points above the long time average. Reducing 
the 923 prices by 6 per cent, which was the average depreciation 
of the pound in gold during that year, gold prices in Great 
Britain in 1923 were only 143, or 30 points above the long time . 
average. The average for American gold prices from 1791 to 
1923 (on the basis of 1913 equals 100) was about 115. In 1914 
American prices averaged 98 and in 1923 averaged 154. 

The fact is that, although the value of gold has fluctuated 
widely during the past century and a half, no very pronounced 
tendency upward or downward for the entire period is exhibited, 
a rise being offset sooner or later by a fall, and vice versa. This 
indicates in a striking way that it may not be impossible to reduce 
the shorter movements and’ maintain gold relatively stable. On 
historical grounds such an effort appears not to be going counter 
to economic forces. At the same time it has to be remembered 
that because on the average gold was relatively stable during 
the last 150 years, it does not necessarily follow that a similar 
course will be kept during the next 150 years. 

Something has been accomplished already to reduce the cyclical 
fluctuations in prices and the wide movements in the business 
cycle; which carried business alternately into periods of depres- 
sion and prosperity. Sufficient statistical and other information 
is now available, and the banking system is so organized that such 
movements are subject to a certain degree of control. These 
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recurring hindrances to business and to the general economy will 
probably never be as damaging as previously. 

The value of gold in the United States has been kept arti- 
ficially high for some time, illustrating how gold may be sub- 
jected to deliberate control. The amount of gold in the United 
States has increased in recent years beyond the needs of domestic 
business, and if left to itself, gold would have sought a lower 
level than that prevailing. Since the situation is temporary and 
abnormal, the permitting of the gold to be used as a basis for 
inflation and a rise in prices, only to be followed by subsequent 
deflation, would have been a nearsighted policy. The Federal 
reserve authorities have not allowed this to take place. 

Experience has shown that the price level, or the value of 
gold, can be regulated within limits by controlling the total 
amount of purchasing power through raising and lowering the 
price of credit. Other facilities are also available for regulating 
the amount of credit. If prices tend to rise, higher discount and 
interest rates make credit more expensive and curtail borrowing, 
and therefore spending. The total purchasing power within the 
country. tends to be reduced, and with less spending the tendency 
is toward lower prices. The reverse of the situation is that 
lower discount and interest rates make capital cheaper and en- 
courage expansion of purchasing power which tends to raise 
prices. This, a fundamental part of price theory, is the principle 
upon which stabilization of prices is based. Certain limits exist, 
however, within which this method of price control can operate, 
and unless a central bank is able to make its discount rates effec- 
tive, or to control the supply of credit in other ways, price 
regulation is obviously impossible. 

In a country such as the United States most of the purchasing 
power of the country is not in the form of actual money but is 
in the form of deposit credits in the banks, and is used as money 
in making purchases through the instrumentality of checks. 
Deposits are increased when an individual goes to his bank and 
receives a loan, the bank adding to his account in return for his 
promise to pay. In the background may be security of some 
kind such as stocks or bonds which he may turn over to the bank; 
or a crop which he is in the process of selling may serve as the 
basis for the loan, although loans are very frequently made with- 
out specific security. Such borrowing from banks, if sound, is 
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usually merely converting some object of value into a more 
convenient means of purchase, since bartering the article itself 
is not practical. Thus if production increases and the new pro- 
duction tends to be used as the basis for loans, there is a demand 
for additional credit. A bank in loaning to an individual has 
enabled him to spend more than he formerly could have spent. 
_ However, an expansion of credit as a result of increased pro- 
duction is legitimate and does not tend to raise prices, since, 
although the total power to purchase has been increased, the 
quantity of goods available to be purchased has likewise increased. 
_ As long as credit expansion does not run away from production, 
no harm is likely to result, excluding for the moment considera- 
tions regarding the reserve ratio. 

A bank can loan more money: than it has, since banks learned 
early in their history that a large part of their deposits lie idle 
continuously, deposits not all being called for at the same time. 
Thus, the amount of loans which banks can make is limited chiefly 

by the amount of cash which they have on hand and find necessary 
to keep to meet the daily demands of their depositors. If they 
loan beyond a certain point and thus increase deposits, they may 
not have enough cash to meet the demands which result.’ 

Loans which are made not from bank credit but from funds 
saved are in a different category, and do not involve any increase 
in the total purchasing power or credit structure. Thus if an 
individual loans part of his income to some one else to spend, 
or invests it, which is the same thing, no effect on: prices results © 
because no additional spending has taken place. Savings or in- 
vestment credit is thus different from bank credit as regards its 
source, bank credit being produced from no‘hing so to speak. 
But the two become merged in practice and are usually indis- 
tinguishable. Custom and convenience have arranged that bank 
credit is used more for short term loans for financing current 
business and for other commercial purposes, while investment 
credit resulting from savings finds its way more into long term 
loans and is used for financing new construction and capital 
improvements. It is bank credit which plays the important part 
in price movements and in the credit system. 

The demands of borrowers, whether for long term or short 
term credit, are for immediate funds regardless of the source 
from which the funds may be derived. Interest rates are the 
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resultant of this demand for present funds on the part of bor- 
rowers and the supply of funds offered for loaning, either by 
banks or by investors. The fact that interest rates are different 
for different purposes is because more funds are offered for some 
purposes than for others, due to the risk involved or due to other 
things such as the time for which the money is tied up or the 
ease with which it can be withdrawn. In effect, interest rates 
are prices, and like other prices are determined immediately by 
demand and supply, the demand and supply of loanable funds. 
If the desire to borrow increases, interest rates tend to rise, 
saving is stimulated, and the supply of funds for investment 
increases, and wice versa. The supply of bank credit on the other 
hand is controlled by the amount of reserve which the banks 
hold. Banks desire to keep their funds loaned out as fully as 
possible since greater profits thereby result; so banks seldom 
keep surplus reserves. If a bank has more cash resources than 
needed to meet the demands of depositors, the bank uses its sur- 
plus funds to purchase commercial paper, to make investments. 
of various kinds, or to make loans on call. At the same time 
the tendency is for the bank to reduce the rates of interest charged. 

Banks ordinarily keep their cash reserves in the form of a 
deposit at the central bank. If a bank needs more reserve it 
borrows at the central bank or takes some of its commercial 
paper there to be discounted. Thus the rate of discount at the 
central bank helps determine the cost of funds to the private 
banks, and therefore indirectly to individual customers. If the 
central bank lowers its rate of discount or interest, funds become 
cheaper for the private banks. The tendency is then for lower 
market rates to result and for loans to expand. If loan expan- 
sion is greater than warranted by production, the price level 
tends to rise. On the other hand, if a central bank raises its 
rates, the reverse situation, a contraction in credit tends to result. 

It occasionally happens that banks have more funds than they 
can profitably utilize, and under such circumstances a rise in the 
rates of the central bank might not affect market rates. The 
private banks, with plenty of funds and not borrowing at the 
central bank, may continue to loan at the lower rates. How- 
ever, the psychology of a rise in the rates at the central bank 
usually tends to cause a rise in the rates generally. Further- 
more, “official” discount rates are not the only means central 
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banks have of controlling credit. Central banks can increase 
the funds on the market by purchasing securities of various 
kinds, or can tighten the market by selling securities which they 
hold. This practice of buying and selling securities on the part 
of a central bank has become known as open market operations, 
and has been utilized especially in England and the United States. 
When a rise in the discount rate of the Bank of England is 
not effective, the method employed to make it so is for the Bank 
of England to go into the open market and sell some of its 
securities, thus drawing in credit and reducing the supply of 
funds. The result is that the joint-stock banks tend to call their 
loans from bill brokers, who then must rediscount at the Bank 
of England. 

Prices and the Federal Reserve System. In the United 
States the control exercised over the money market by the 
Federal reserve banks has been increasing and is now similar 
to that exercised by the Bank of England over the market in 
Great Britain. Credit conditions and rate of interest in the 
United States are influenced importantly by reserve bank rates and 
also by open market operations of the reserve banks. This © 
latter is one of the important means of regulation which the 
reserve banks possess and kas been used to an increasing extent 
in the last year or two. The reserve banks, with their very large 
supply of bank credit, can go into the market and purchase bills 
or securities, thus placing reserve bank funds in the hands of 
member banks, which the banks may use as the basis for addi- 
tional loans or to reduce their borrowing at the reserve banks. 
Thus funds become more plentiful, and this tends to bring about 
lower interest rates and credit expansion. Conversely, the 
reserve banks hold large amounts of bankers’ bills and securities 
of various kinds which can be sold in the open market; their 
sale has the effect of withdrawing funds from the market and 
at the same time of forcing member banks to come to the reserve 
banks for funds. Thus market rates of interest tend to rise and 
credit contraction to result. 

The accompanying chart shows the acceptances and United 
States securities combined held by the Federal reserve banks 
and also the amount of discounts for member banks. It will be 
noticed how the holdings of acceptances and United States securi- 
ties increased in the spring of 1922 when it was desired to’ check 
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deflation and to stimulate business recovery by throwing credit 
on the market. In the first half of 1923, when there was fear 
of inflation, the reserve banks sold a large part of their securities 
and thus tightened the market. During the first part of 1924 a 
slight depression existed, and the reserve banks thereupon in- 
creased their purchases in the open market, thus supplying 
additional funds to the banks. The curve for discounts moves in 
an opposite direction from that of acceptances and securities, 
since when purchases in the open market increase, member banks 
are supplied with funds at the reserve banks without discounting, 
and vice versa. Discount rates were lowered during the deflation 
period of 1921 and 1922 and then were raised in February, 1923, 
to help check an incipient inflationary movement. They were 
lowered again in the spring of 1924 when business showed signs 
of depression and unemployment increased. These two methods 
of regulating credit, open market operations and discount rates, 
support each other in making effective a credit policy. 

Under the Federal reserve system there is a very large amount 
of bank credit available, and the total amount of credit out- 
standing is determined chiefly by the amount of credit asked for 
at the rates prevailing, and for which good security can be 
offered, since if member banks run short of funds they can 
discount at the reserve banks. Since the supply of credit is 
very large, being restricted ultima‘ely only by the amount of 
gold in the reserve banks, which is a very large amount at present, 
the amount of credit outstanding is thus controlled by the demand 
for credit based on security acceptable to the banks. The demand 
for credit, however, is influenced by the rates charged, which in 
turn are influenced by the rates of the reserve banks. 

The large amount of gold which has been imported into the 
United States in the last few years has not been the cause of 
general credit expansion, although a certain amount of expan- 
sion has taken place. The Federal reserve system kept interest 
rates at a point where credit expansion excessive for business. 
needs would not take place, and the credit expansion which has 
taken place has been largely to meet the needs of growing busi- 
ness, and has not resulted in a material rise in prices thus far. 
The Federal reserve banks absorbed the incoming gold by per- 
mitting a reduction in their earning assets. In effect, the reserve 
banks exchanged their securities for gold, thus drawing the gold 
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into their vaults. The reserve banks have let the gold lie prac- 
tically idle rather than reduce discount rates to a port where 
credit expansion would utilize the gold to its full extent and 
cause reserve percentages to approach the legal minimum, or 
rather than use the gold to purchase acceptances and other secu- 
rities which would. also lead to credit expansion.* The reserve 
banks do not exist for the purpose of making profit but are © 
custodians of the country’s reserve and therefore can properly 
permit funds to lie idle; in fact, such may be said to be their 
duty when funds are excessive. 

The large gold imports received during the period preceding 
the United States entrance into the war were used to increase 
reserve balances and formed the basis of the large credit structure 
which was built up. During 1919 and the first part of 1920 
gold exports were much in excess of gold imports. But since 
the fall of 1920 heavy gold imports have taken place. Gold 
coming into the country ordinarily is deposited with the reserve 
bank by the bank receiving it, or is taken to the United States 
assay office where gold certificates are given for it and the cer- 
tificates are deposited with the reserve bank, unless some are 
retained for till money. The reserve balances of the banks 
depositing gold are thereby increased and the banks are enabled 
to expand their loans. However, the banks may find that no 
better use for the money can be found than to reduce their 
indebtedness at the reserve bank. The gold is thus substituted 
for some of the paper discounted at the reserve bank, including 
collateral notes, and the reserve balances are not increased. 

This reduction in borrowing at the reserve banks through 
depositing gold took place to a large extent during 1921 and 
the first half of 1922, when general liquidation was in process, 
also in 1924, as can be seen in the chart showing the reduction 
in discounting. Reserve balances, however, remained relatively 
constant during this period, and the difference between the curve 
for reserve balances and for total earning assets is represented 

* Early in 1923 the Federal Reserve Board adopted the principle of co- 
ordinating open market purchases of the different reserve banks in order 
that such purchases should be made not primarily for purposes of profit but 
“with primary regard to the accommodation of commerce and business and 


to the effect of such purchases or sales on the general credit situation.” - 
(Federal Reserve Board An. Rept. 1923, p. 16.) 
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largely by deposits of gold and the return flow of Federal reserve _ 
notes. The increase in the spread between these two curves in 
1924, when large amounts of gold were received, is quite notice- 
able. The difference between the curve for member bank 
_reserves and for discounts was made up partly by deposits of 
gold, partly by a return flow of Federal reserve notes, and also 
by funds of the reserve banks made available to member banks 
through increased open-market purchases. 

The gold received in 1921 and the first half of 1922, since it 
was used to reduce discounts at the reserve banks, gave the 
member banks a certain degree of independence of the reserve 
banks. From the middle of 1922 to the end of 1923 the banks 
found that the gold could be used most advantageously to increase 
their reserve balances and to form the basis for additional lend- 
ing, rather than to reduce discounts which increased during this 
period as other earning assets of the reserve banks declined. In 
1924 gold was used to reduce discounts and increase reserve 
balances. 

Credit expansion has taken place, as shown in the upper curve 
on page 183, since the middle of 1922, when the period of depres- 
sion came to an end and when business revival began and 
production increased. This credit expansion since the middle of 
1922 has accompanied greater productivity and has not been 
of an unhealthy variety, nor has it thus far led to a material rise 
in prices, as can be seen from the same chart. The incoming gold 
provided the basis for expansion needed for increasing business, 
and obviated greater discounting on the part of member banks. 
The new gold since the middle of 1922 has thus increased reserve 
balances of member banks and been used to support additional 
credit. 

Although the new gold has been used as the basis for credit 
expansion on the part of member banks, the gold has not been 
used to its full capacity. Member banks after depositing gold 
with their reserve banks can increase the loans to their customers 
several times the amounts of their reserve deposits. At the same 
time, however, the reserve percentage of the reserve bank has 
been increased by the new gold regardless of whether the mem- 
ber bank expands its operations to the limit or not. Whenever 
member banks’ deposits at the reserve bank represent gold to 
the extent of 100 per cent, they improve the reserve banks’ reserve 
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ratio as long as the latter is below 100 per cent.* Thus, during 
the last year or two, at the same time that the reserve banks’ 
reserve percentages have been increasing, expansion of general 
credit has been going on. 

Inflation or expansion of credit does not necessarily mean 
a rise in prices nor is it always a bad thing, just as deflation of 
credit does not necessarily mean a fall in prices, nor is it always 
a bad thing. The words inflation and deflation are used in various 
senses, and are subject to some confusion. Inflation is sometimes 
meant to imply an increase in the credit structure disproportionate 
to the amount of production and to business needs, and which 
therefore results in a rise in prices. This is a common usage of 
the term, and obviously means the same as a rise in prices due 
to a particular cause, namely, excessive credit. Inflation is usually 
regarded as undesirable, and when used in this sense, is undesira- 
ble. Its ordinary usage at present as applied to credit carries the 
implication of excess. 

However, since the amount of inflation in the above sense— 
i.e., relative inflation, is very difficult to determine, unless it is 
merely another way of saying a rise in prices, a more precise 
usage for the term would be to designate by it any absolute in- 
crease in the volume of credit irrespective of its effects upon 
prices. The word is also commonly used in this way, and with 
such a meaning inflation may be either a good thing or a bad 
thing. If inflation provides business with needed credit thus 
facilitating production, or checks a fall in prices, it is desirable. 
On the other hand, if deflation checks a rise in prices and leads 
to a more healthy state of affairs, it is a good thing, while if it 
depresses business, bringing on a fall in prices it is an evil. Of 
course, if deflation is correcting undesirable inflation, liquidating 
unsound credit, it may be looked upon as a necessary evil. What 
is wanted is a stable level of prices, and liquid and healthy credit 
conditions regardless of the total amount of credit. 

As long as the member banks continue to discount with the 


*For example, a reserve bank with a gold reserve of $150,000,000 and | 


demand liabilities against the reserve of $200,000,000 has a reserve of 75 per 
cent. If a member bank deposits $1,000,000 in gold the reserve percentage 
is raised to about 75.12 (151/201). If the figures were: Gold reserve of 


$100,000,000, liabilities of $200,000,000, and thus a reserve of 50 per cent, ~ 


a deposit of $1,000,000 would raise the reserve percentage by a relatively 
larger amount—i.ec., to about 50.25 per cent (101/201). 


MONEY AND THE PRICE-LEVEL 187 


reserve banks and their indebtedness to the reserve banks is not 
wiped out, the discount rates of the reserve banks are effective 
and influence the market rates. If new gold should continue to 
be received and be used to pay off completely indebtedness at 
the reserve banks, when the indebtedness was paid off, the new 
gold would then serve to increase reserve balances and would 
lead to expansion on the part of the member banks, with control 
by the reserve banks difficult. This extreme situation seems very 
improbable, since although discounts are lower than they have 
been for seven years, they are still a long way from zero; also 
it is improbable that gold will flow into the United States much 
longer in as large quantities as formerly. Furthermore, since 
the middle of 1922 increasing business has resulted in credit 
expansion without undesirable effects, and growing business may 
continue to create a need for larger reserve balances. 

Should the situation arise—possibly through a contraction of 
credit—where the member banks were not coming to the reserve 
banks for funds and the discount rates were not effective, the - 
reserve banks would still have means at their disposal to influ-_ 
ence market rates of interest. The reserve banks have a certain 
amount of psychological control over the money market and a 
rise in their rates is taken as a warning and tends to bring about 
tighter money. The reserve banks also may go into the open 
market and sell some of their securities. This tends to make their 
rates effective, since the indebtedness of the individual banks to 
the reserve banks is thereby increased, or the reserve balances of 
these banks are reduced, forcing these banks to go to the reserve 
banks for additional funds, and thus having to pay the higher 
rates charged by the reserve banks. The reserve banks under 
such circumstances would, in effect, be selling some of their 
securities for gold, and putting the gold where it was not used 
for inflation. 

The following extracts from the annual report of the Federal 
Reserve Board for 1923 explain the extent and nature of control 
which the reserve system has over credit conditions in the United 
States and thus over the price level. 


The Federal reserve supplies the needed additions to credit in times of 
business expansion and takes up the slack in times of business recession. 
It is its responsibility to regulate the flow of new and additional credit from 
its reservoirs in accordance with solid indications of the economic needs of 
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trade and industry. When production, trade, and employment are in good- 
volume and the credit resources of the commercial banks of the country 
are approximately all employed and there are signs neither of speculative 
business expansion nor of business reaction, Federal reserve bank rates 
should be neither so low as to invite the use of credit for speculative purposes 
nor so high as to discourage its use for meeting legitimate productive needs 
of the business community. It seems clear that if business is undergoing 
a rapid expansion and is in danger of developing an unhealthy or speculative 
boom, it should not be assisted by too easy credit conditions. In such cir- 
cumstances the creation of additional credit by rediscounting at Federal. 
reserve banks should be discouraged by increasing the cost of that credit— 
that is, by raising the discount rate. It seems equally obvious that if indus- 
try and trade are in process of recovery after a period of reaction, they 
should be given the support and encouragement of cheaper credit by the 
prompt establishment at the Federal reserve banks of rates that will invite 
the use of Federal reserve credit to facilitate business recovery. The reason 
for variable Federal reserve discount rates is the necessity of adjusting 
rates to these changes in business and credit conditions. 

The experience of the Federal reserve banks, notwithstanding that the 
brief period of their active operation on a considerable scale has been one 
of disturbed economic and financial conditions, is demonstrating that there 
is a sufficiently close connection between changes in Federal reserve bank 
rates and changes in rates charged their customers by member banks on a 
sufficiently large volume of customer borrowings to make Federal reserve 
rates an important and at times a leading influence in money centers. In 
that sense the Federal reserve bank rate may be said to be effective. 


The system has not relied upon changes in discount rates as the only 
means of influencing the general credit situation. The open-market trans- 
actions of Federal reserve banks during 1923, which are later considered 
in some detail, as well as their discount policy, have reflected Federal reserve 
credit policy. Furthermore, the experience of several of the reserve banks 
is demonstrating that changes in discount rates need not be in all circum- 
stances the main reliance or in any situation the exclusive reliance in 
making the credit policy of the reserve banks effective. 


The credit policy of the Federal Reserve system in 1923 was expressed 
not in its discount policy alone, but also in the open-market operations of 
the Federal reserve banks. The year has witnessed a considerable develop- 
ment in the scope, purpose, and method of these open-market operations. 
The results of the year have demonstrated that open-market operations, 
when wisely timed and well conceived, are, in a larger measure than has 
hitherto been generally appreciated, capable of giving effective support to 


the discount policy of Federal reserve banks without an accompanying 
change of rates. 


Broadly stated, an effective Federal reserve discount rate will be one that 
gives effective support to a Federal reserve bank’s credit and discount policy, 
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The objective in Federal reserve discount policy is the constant exercise of a 
steadying influence on credit conditions. 


The Federal reserve system has sufficient control over credit 
conditions in the United States to regulate price movements 
within substantial limits. The causes of price movements are 
not all found in credit conditions, but nevertheless, control over 
the credit situation permits control over price movements to an 
important degree. The duty of the reserve authorities is to fix 
rates “with a view of accommodating commerce and business,’’* 
and the Federal Reserve Board has declared this to be its guiding 
principle as regards credit policy. This and the exercising of 
“a steadying influence on credit conditions” can be accomplished 
most effectively when price fluctuations are avoided as far as 
possible. Price fluctuations are one of the most serious uncer- 
tainties in business and have far-reaching consequences. The 
Federal reserve system “supplies the needed additions to credit in 
times of business recession.” The purpose of expanding credit 
and taking up the slack is in large measure to mitigate the effects 
of business cycles and maintain price stability, that is, to main- 
tain a relatively constant value for gold. 

The Federal reserve banks for the past few years have been 
taking up surplus credit by absorbing the incoming gold. During 
this period the earning assets of the reserve banks have declined. 
This reduction in earning assets has been more or less automatic 
as a result of the reduction in discounts due to gold being used 
to reduce indebtedness with the reserve banks or being deposited 
to create reserve balances instead of the banks discounting com- 
mercial paper for this purpose. The earning assets fell from 
nearly three and one-half billion dollars in the latter part of 1920 
to about eight hundred millions at the end of May, 1924, and 
fluctuated slightly above that point until September, 1924. Begin- 
ning in September, 1924, however, earning assets increased and in 
January, 1925, were about one and one-quarter billion dollars. 
The securities held are still sufficiently large to permit the ab- 
sorption of a considerable amount of gold if need be. 


* Federal Reserve Act, section 14. 

+ Should it become necessary, the Federal reserve banks could call for the 
other 3-per cent subscription to their capital stock by member banks, which 
subscription has never been’ called for. This would amount to about 
$112,000,000. If sufficient dividends were not being earned it would be 
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Gold probably will not continue to flow into the United States _ 
indefinitely but will eventually be turning in the other direction. 
In December, 1924, there was an excess of gold exports for the 
first time since August, 1920. Part of the gold received by the 
United States came from the gold reserves of the European 
countries, especially Russia, Austria, and Germany, but a larger 
part has been coming from new production. Countries returning 
to the gold basis will probably divert part of the new gold from 
America. India for some time has been absorbing a large amount 
of new gold. Gold goes to the market where its purchasing power 
is greatest, and adjustments in price levels, after the gold standard 
has been reintroduced into Europe, will doubtless cause gold to 
flow back whence it came. How long it will take to redistribute 
the United States gold can not be determined. 

The Reserve Ratio. Plans for maintaining price stability 
through controlling the size of the credit structure seem to leave 
gold and the reserve ratio out of the reckoning. The reserve 
ratio, however, is a fact which can not be ignored in banking 
administration. A country which pretends to redeem freely its 
paper money in gold and to maintain the complete gold standard 
must have regard to the amount of gold which it possesses. The 
ratio between the amount of gold, and the demand liabilities, the 
payment of which may be demanded in gold whether the lia- 
bilities are paper money or deposits, is a thing to be watched. 

The reserve ratio was formerly the criterion of the discount 
policy in most countries, and if the ratio fell, discount rates were 
raised, while if the ratio was high funds were plentiful and the 
rates tended to decline. Private banks looked to the reserve 
ratio as an index of banking conditions and either on their own 
initiative or under pressure from the central bank were sub- 
servient to the reserve situation. Just what ratio between total 
gold and demand liabilities of all banks should prevail varies from 
time to time and under different circumstances.* Custom has 
usually decreed that a smaller reserve be held against deposits 
than against notes. However, there is little basis for this dis-~ 
tinction and deposits may be the source of just as great a demand 


proper to pay them out of surplus—as was done in 1924—which amounts to 


about $218,000,000. Due to strong opposition on the part of member penis, 
calling for additional stock subscription is probably impractical. 
* Gold reserves are now largely concentrated in central banks. 
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for gold as notes. Whether the reserve be considered to be 
behind deposits or behind notes is not as important as that a 
sufficient amount be held. 

The reserve ratio is more or less of a flexible proposition and 
between the upper and lower limits there is considerable lati- 
tude for price control. It is the reserve ratio, nevertheless, which 
is the chief hindrance to the complete functioning of price stab- 
ilization through credit control under the gold standard, and 
which fixes the limits within which price stabilization can be suc- 
cessful. If business continues to grow the ultimate amount of 
bank credit which can be supplied, with the country staying on 
the gold standard, is determined by the size of the gold reserve. 
If the gold reserve is insufficient to form the basis of needed cred- 
its, a fall in prices will result. 

This contingency, a shortage of gold, marks the principal limit 
to stabilization. The reverse situation, a surplus of gold, unless 
very extreme, would not likely be the source of serious difficulty 
on purely economic grounds, as shown by the fact that the United 
States for nearly four years has:maintained relative price sta- 
bility in the face of more abundant gold reserves than any country 
has ever possessed, and the United States is not yet at the point 
where it would have to submit to depreciation due to a surplus 
of gold. There is a conceivable limit of course to this side of 
_ the situation, but the limit seems distant, assuming of course 

that economic considerations remain paramount. Also, the pos- 
sibility of the United States having to deal permanently with 
much larger reserves than the country has held seems remote. 

The reserve ratios in all countries have nearly always fluctu- 
ated rather widely, indicating that they do not have to be fol- 
lowed slavishly.* Even the minimum reserve, whether legal or 
merely customary, can often be understepped for considerable 
periods, especially if the normal minimum be determined by con- 
servative policy. The psychological nature of the reserve ratio is 
closely involved in this connection. Psychological factors are 
the ones which must receive important consideration in determin- 
ing what the demand for gold will be, and thus in determining 
what the reserve ratio ought to be. As long as people have con- 
fidence in paper dollars they do not demand gold. Paying out 


* During periods of inconvertibility gold reserves and fluctuating ratios 
have little significance. 
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gold freely, experience shows, soon dispells popular fears and 
leads to a cessation of the demand for gold. If banking stand- 
ards be sufficiently high and if the normal minimum gold reserve 
be placed at a sufficiently conservative point, a reduction in actual 
reserves below this point can take place without serious conse- 
quences. The extent to which actual reserves can be allowed to 
fall depends partly on the state of business psychology and 
whether unhealthy inflation exists. Although the purpose of an 
ample reserve is to a large extent the psychological effect—i.e., 
giving people assurance that they can have gold if they want it, 
this fact does not destroy the necessity of keeping ample reserves. 

The real purpose and nature of a gold reserve has often been 
lost sight of, and the reserve has been looked upon as an end in 
itself. Reserves are often idolized for.their own sake and not 
permitted to be used for the purpose of redemption since this 
would reduce their amount. If reserves are not used to their 
full to meet demands for gold in times of emergency, the amount 
of reserve which is not permitted to be used might almost as 
well not have been kept except perhaps, for its possible psychologi- 
cal effect. The question then is whether the purpose of reserves 
is actually to meet demands for gold as far as possible, or merely 
to make people believe they can get gold if they want it and then 
when trouble arises let them find they were mistaken. If it is 
obvious that reserves will be entirely inadequate to meet the de- 
mands for gold, there may be some justification for closing them 
before they reach zero. ° 

The limits of price control thus need not be confined to the 
narrow margin resulting from a rigid subserviency to the reserve 
ratio, and the banking system can function with a view to sta- 
bility in prices and credit notwithstanding quite wide fluctuations - 
in the reserve ratio. Recent banking experiences verify the flex- 
ible nature of the reserve ratio, as does also the fact that there 
is little agreement as to what the ratio should be. : . 

Furthermore, the size of the reserve itself can be controlled 
artificially. The United States has found that reserves can be 
reduced by paying out into circulation gold certificates backed 
100 per cent by gold, and thus placing the gold which is behind 
the certificates, where it is no longer available for bank credit. 
People do not desire actual gold for circulation but readily accept 
paper certificates through which the gold circulates by proxy. so 
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to speak. A gold certificate is backed dollar for dollar by gold, 
and the gold is set aside and can be used for no other purpose. 
Vutting gold certificates into circulation therefore reduces gold © 
reserves to the same extent as if the certificates were actual gold 
Yet when necessary, the gold certificates can be withdrawn 
promptly from circulation and Federal reserve notes substituted, 
as was done during the war. The gold is then available again 
to support credit. In this way the absolute amount of the re- 
serve can be increased and decreased. The gold certificates in 
circulation have increased from about 170,000,000 in the middle 
of 1922 to nearly 900,000,000 in September, 1924. 

This method of putting gold into circulation through the in- 
strumentality of gold certificates, when reserves are superfluous, 
or of drawing gold in when necessary, has considerable possi- 
bilities from the standpoint of price control. Gold does not 
circulate in the United States, but the certificates do, and the re- 
serve banks could substitute gold certificates even for the entire 
amount of their own notes if need be. This would involve no 
loss to the reserve banks as long as gold reserves were exces- 
sive, nor would it be detrimental to the interests of any one. 
Further room for the circulation of gold certificates could be 
found, if necessary, by the elimination of part of the national 
bank note circulation. The Treasury called for redemption as 
of February 2, 1925, $118,489,000 of circulation bonds which 
became redeemable in 1925 and which guaranteed national bank 
notes to the extent of about $76,000,000. Other circulation bonds, 
some of them callable, could also be retired to make room for 
more gold certificates. The consols which are redeemable in 
1930 now guarantee bank notes to the extent of nearly $600,- 
000,000. Without retiring national bank note circulation there is 
plenty of room fot the circulation of gold certificates so that such 
retirement is not essential, although it may be desirable. Since 
the gold certificates can be withdrawn from circulation so easily, 
it is the part of wisdom in normal times to keep a relatively large 
amount in circulation, where they are available to be called in 
so that the gold can serve as the basis for bank credit in case this 
be necessary to prevent a fall in prices. 

Other methods exist of economizing goid when it is scarce, 
or of using it more liberally when it exists in superfluity. If a 
shortage of gold brought about a reduction in the price level, ar- 
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rangements could be made that redemption in gold would take — 


place only in large amounts, $1,000 for example, and, perhaps, 
also, only in gold bars and not in coin. This would have the 
effect of centralizing gold and economizing its use. The cir- 
culation of silver or silver certificates could be expanded since 
these are not as likely to be presented in exchange for gold as 
other money, and the burden on gold is thus reduced. 


Plans for stabilizing gold prices in a country may have to con- ~ 
tend with pronounced international gold movements one way or © 


the other. When gold comes into a country it is usually because 
the purchasing power of gold is higher in that country than in 
other countries. The effect of gold coming in is to maintain 
equilibrium between the different price levels and to correct 
maladjustments. Gold imports normally would tend to raise 
prices and cause other changes which would check the gold 
imports. However, if incoming gold is not permitted to affect 
prices, it will tend to pile up in the banks, and gold imports may 
continue indefinitely without this automatic check. The correct- 
ing effect of gold imports upon the price level then will have to 
come from the other side; that is, from the country losing the 
gold. The country losing the gold will tend to have a fall in 
prices until the levels in the two countries are in harmony. 

However, if the country losing the gold does not permit the 
exodus to reduce prices the question is raised as to what the 
result will be. If both countries are endeavoring to maintain 
stable prices the situation probably will not arise, since gold moves 
because price levels are not in harmony. If gold moved between 
two such countries, the assumption would be that the relation 
between the two price levels had gotten out of its previous ad- 
justment when gold was not moving; that is, one of the coun- 
tries had not been successful in keeping prices stable, possibly 
through discrepancies in index numbers. Two countries, there- 
fore, both maintaining price stability would have no difficulty as 
between themselves, but rather would support each other and 
would provide a check as to whether price stability was being 
maintained. 

Stabilization of gold prices on the part of a small country 
alone would be difficult since the demand for gold from the rest 
of the world might be so strong as to draw away the country’s 
gold if the country tried to maintain a lower value for gold than 
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prevailed elsewhere. Or the country might be flooded with gold 
if it endeavored to maintain long a higher value for gold than 
elsewhere. A large country, on the other hand, can withstand 
or prevent-changes in the value of gold in the rest of the world 
for considerably long periods due to its power to absorb gold, and 
since changes in the value of gold take place slowly, and further- 
more, because an upward movement is eventually counteracted 
by a downward movement and vice versa, as already noted, which 
is the principle upon which stabilization proceeds. 

If a country is large and is in a sufficiently strong financial 
position it can ride over many of the ups and downs, and gold 
can be allowed to have a higher or a lower purchasing power 
in that country than elsewhere. The United States for nearly 
four years has stood alone against a world value for gold less 
than that prevailing in this country. The period was very 
abnormal, and the experience seems to indicate that to a country 
like the United States there are very wide limits within which a 
rise in world gold prices could be withstood, although the further 
gold prices tended to rise, the more costly would it be to the 
United States. 

On the other hand, a fall in prices brings up other considera- 
tions and the fall, if sufficiently great and long continued, might 
drain the country of gold and bring the country to a point where 
it would have insufficient gold to remain on the gold standard, 
unless it were to submit to a reduction in the price level. An 
excessively large gold reserve, although it may mean a loss of 
interest, may not interfere with price stability. But when a coun- 
try is losing gold, depleted reserves might imperil its power to 
redeem. Before the war the result of an outflow of gold was, 
among other things, a fall in the price level so that gold would 
purchase more within the country and not be drawn away. This 
* fall in prices ordinarily was brought about largely through a rise 
in interest and discount rates, which rise attracted funds to the 
country and at the same time tended to reduce the volume of credit 
and thus to lower prices. However, under a program of price 
stabilization this is not what is wanted. If prices are to remain 
stable, a depletion of reserves must be followed by economy in 
the use of gold as already discussed, or by some method of hold~- 
ing down exchange rates below the gold export point. 

Several countries have shown how exchange rates can be con- 
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trolled by loan operations. Sweden after going upon the gold 
standard in the spring of 1924, in addition to shipping about 23,- 
000,000 crowns in gold to the United States, established credits 
in New York against which drafts were sold. Other countries 
have used foreign borrowings to regulate exchange rates, the 
most spectacular case being that of France in March, 1924. 
Through foreign credits in this way exchange rates may be 
regulated to some extent, and the flow of gold controlled, fre- 
quently for relatively long périods. Gold movements, like price 
fluctuations from which they usually result, under normal condi- 
tions are apt to be not very great, and even when a pronounced 
movement in one direction takes place, it is likely to be offset 
soon by a counter-movement, in which case short-time control by 
borrowing would’ be legitimate. However, if the tendency for 
exchange rates to go outside the gold points continued very long, 
artificial control would be expensive and gold movements would 
have to be allowed to take place. While possibilities of regulating 
gold movements through exchange control exist, they are thus 
limited. 

In order to reduce the cost of constant gold shipments back 
and forth, gold movements can be greatly reduced through clear- 
ing arrangements, or the establishment of a settlement fund or 
funds whereby the title to gold can be transferred without the 
gold actually moving. In the United States the establishment of 
the gold-settlement fund has practically abolished shipments of 
gold from one part of the country to another, -and settlements are 
effected through the transfer of debits and credits on the books 
of the fund. A similar arrangement might be adopted on an 
international scale, or if countries preferred, several funds could 
be kept. When gold is more evenly distributed between the 
countries of the world than is at present the case, some such 
plan might be worked out between a few of the leading countries. 
For example, the United States instead of shipping gold to Great 
Britain might merely send a claim for a certain amount of gold in 
the fund in the United States, or vice versa, Great Britain might 
provide Americans with claims to gold on a fund in Great Britain 
rather than send the actual gold. The practice of central banks 
in recent years of establishing gold credits or so-called ear-marked 


gold in foreign countries, is a form of this same thing, provided | 
the gold is actually set aside. 
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The United States no doubt will continue, knowingly or un- 
knowingly, its policy of price stabilization as long as this is 
physically possible. Great Britain also will avoid price fluctua- 
tions and alternating depression and prosperity as far as possible. 
With the recent advancement in financial knowledge and avail- 
able financial data, these two countries, together with several 
_ others, such as Sweden, Switzerland, and Holland, will doubtless 
all be following deliberately a policy which in fact is more or 
less the same, namely, the maintenance of stable credit and price 
conditions. The weight of these countries thrown against rises 
and falls in the value of gold can provide stability over long 
periods. Just how long the periods will be can not be determined, 
but the price movements from 1779 to date indicate that the value 
of gold has fluctuated more or less around a certain level, so that 
controlling the value of gold appears not impractical. 

When conditions become more normal, the leading countries of 
the world will be endeavoring, more or less independently it may 
be, to maintain price stability, and it is not likely that the pre-war 
situation of regulating credit primarily according to the level of 
the reserve ratio and without looking much beyond the ratio will | 
continue on its previous scale. Reserve ratios can not be ignored 
but countries have discovered that they can be manipulated, and 
do not have to be followed slavishly. In controlling the value of 
gold, as in controlling gold movements, international cooperation, 
even if only informal, will be very helpful. Since the United 
States and European countries have many mutual interests the 
development of more intimate financial relations will probably 
continue. 


QUESTIONS AND EXERCISES 


. What determines the price level? 

. How is the price level measured? | 

. Are the equations of exchange and the quantity theory the same? 

. How does the quantity of money affect the price level? 

. What are the criticisms of the quantity theory? 

. Can the quantity theory be generally accepted as is the law of supply 
and demand, and the law of gravity? 

7. Does the wide dispersion of price movements disprove the quantity 

theory? 
8. How does the gold policy of the Federal Reserve System influence prices? 


Amt WD 


PART II 


GOLD, CREDIT; CURRENCY AND COMMER- 
CIAL PAPER POLICY UNDER THE 
FEDERAL RESERVE SYSTEM 


“FT Tan | 
M " : 7 e oN - ° a : ey ~ sf z 
BP SIMMCD CUA YOVRIETUS Bi 

ee 2) i HT S50) YOLIOS: SIDAG LAT 
‘i : Mi att AVATAR dAMSCRD 


. 


~ 
n cs 
. a 
xP ine 
’ a 
e<4 
# ‘ 
ss 
i 
ios 
' 
“a 


CHAPTER VII 
FEDERAL RESERVE POLICY 


No one else is so well prepared to analyze the Fed- 
eral reserve policy as Mr. Miller, economist and member 
of the Federal Reserve Board. In this article he sets 
forth chronologically the development and operation of 
the board’s policy toward gold, currency, and credit. In 
considering these phases of the reserve policy special 
attention is given to the economic, political, and inter- 
national influences of the times. The author analyzes 
the board’s experience and presents the theories and 
principles upon which the policies have been based. In his 
constructive conclusions he points out the inadequacy of 
the traditional reserve ratio and suggests practicable 
changes.—|Ed. Note.] 


A.—_FEDERAL RESERVE POLICY * 


The acute distress and the economic hardship resulting from the 
business and price recession movements of the past eight months, 
which have been experienced in all sections of the country, have 
drawn attention to the Federal Reserve System to a degree not 
hitherto experienced and have made the operations and methods of 
the Federal reserve banks a matter of widespread public interest. 
The growing appreciation of the fact in the past few months, even 
in sections of the country where a strong disposition was mani- 
fested last autumn to charge the Federal Reserve System with re- 
sponsibility for the collapse of prices, that the recent liquidation 
movement has, in the main, proceeded from world-wide economic 
causes and is incident to the general economic readjustment made 
necessary by the profound economic disturbances worked by the 
war, has done much to clarify the atmosphere and to make the 
moment favorable for a review and discussion of Federal reserve 
policy and practice. While there is every reason to believe that 
the first and worst stage of the post-war economic readjustment is 


* A.C. Miller, Federal Reserve Board, Washington, D. C., in the Ameri- 
_ can Economic Review, vol. xi, No. 2, June, 1921. 
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near its close, there is enough likelihood of further periods of eco- 
nomic difficulty and strain in the process of completing the general 
readjustment to make it a matter of great public concern to con- 
sider how the Federal Reserve System may best function in assist- 
ing the industry, trade, and business of the country through such 
further periods of uncertainty and pressure as may occur. 

{t is but little more than six years since the Federal Reserve 
System was organized and began operations on a modest scale. 
In that brief period of time it has had to meet a greater variety 
of conditions and problems than have ever confronted any system 
of reserve banking. Since the armistice it has had to cope with 
economic and financial problems of unprecedented magnitude and 
great complexity. It has rendered continuously the greatest assist- 
ance to the Treasury in making short-term borrowings. It has 
provided the credit basis for financing our enormous exports on 
credit to Europe. It is primarily to its steadying and moderating 
influence that the drop in prices during the past eight months did 
not eventuate in a complete and disastrous collapse. All of these 
things have been accomplished without ever for a moment putting ~ 
the maintenance of the gold standard, or the solidity and integrity 
of our credit system, in jeopardy. These things augur well for 
the future of reserve banking in the United States. The Federal 
Reserve System has met its first searching tests on the whole with 
remarkable success. The fact, moreover, that in the heat of a presi- 
dential campaign, in which the attitude and methods of the Federal 
Reserve System were frequently the subject of bitter attack in sec- 
tions of the country which felt in a peculiarly high degree the im- 
pact of the price recession movement, it did not yield to sectional 
or political pressure of any character, has done much to set at rest 
the doubt, often expressed at the inception of the system, as to 
whether any system of reserve banking under governmental super- 
vision could be fully successful in the United States because of 

“politics.” 

A great banking pean is not, however, to be regarded as a 
ready-made contrivance. The legislator can frequently foresee 
much, and the law can do much, to make provision for future con- 
tingencies and establish safeguards against future temptations, but 
when all is done that can wisely be done by legislative prescription 
and legislative safeguards, it still remains true that a great banking | 
system must be largely the result of growth and development in 
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the course of shaping its policies, devising methods, promoting 
practices, and adapting its operations to the exigencies of differing 
situations as they arise. Such is peculiarly the case at the present 
time. The Federal Reserve System must learn its ways and get its 
gait in a world more profoundly disturbed financially, economically, 
socially, and politically than ever before. Severe, therefore; as are 
the tests which the system has already had to meet, the develop- 
_ mental stage may not yet be said to be over. Traditional methods 
of reserve banking, developed in the experience of Europe, cannot 
be mechanically adopted in the administration of the Federal Re- 
serve System. Much pioneer work in blazing new paths must 
therefore needs be done by those who are guiding its development, 
and they will need all the help they can get from enlightened dis- 
cussion and large-minded consideration of their problems. Recall- 
ing Bagehot’s penetrating observation that “the abstract thinking 
of the world is never to be expected from persons in high 
places,” * and recalling also how much the development of the Eng- 
lish banking system in the nineteenth century owed to scientific 
economic discussion, it is much to be desired that American econ- 
omists who are interested in problems of credit and banking, or in ~ 
the bearing of credit administration upon economic conditions, 
should give close thought to Federal reserve problems. It is for 
this reason that Dr. O. M. W. Sprague’s notable examination of 
the discount policy of the Federal reserve banks } is particularly 
welcome. His paper serves well as a point of departure for (1) a 
‘review of Federal reserve policy in the past and (2) a considera- 
tion of factors and difficulties that will have to be reckoned with in 
adjusting the methods and operations of the Federal reserve banks 
in the future to new conditions and altered circumstances. 

* Reference: Lombard Street, by Walter Bagehot, p. 179. The whole 
passage with reference to the early management of the reserve of the Bank 
of England is worth quoting: “... the directors of the Bank of England 
were neither acquainted with right principles, nor were they protected by a 
judicious routine. They could not be expected themselves to discover such 
principles. The abstract thinking of the world*is never to be expected from 
persons in high places; the administration of first-rate current transactions 
is a most engrossing business, and those charged with them are usually but 
little inclined to think on points of theory, even when such thinking most 
nearly concerns those transactions. No doubt when men’s own fortunes 
are at stake, the instinct of the trader does somehow anticipate the con- 
clusions of the closet. But a board has no instincts when it is not getting 


an income for its members, and when it is only discharging a duty of office.” 
+In the American Economic Review for March, 1921, p. 16. 
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Leaving out of consideration many minor, but by no means un- 
important, features of Federal reserve policy in order to concen- 
trate attention upon more fundamental aspects, it may be said that 
the three chief elements of the policy of a central bank or system 
or reserve-holding institutions are best disclosed in connection with 
the attitude adopted toward: (1) gold; (2) currency; (3) credit. 

While thus separately enumerated, however, the policies pursued 
with respect to gold, currency, and credit by the Federal 
reserve banks are not to be regarded as separate and unrelated 
policies, but as closely complementary and integral parts of Federal 
reserve policy. It would perhaps be nearer the truth to say that 
the policy pursued with respect to gold and the policy pursued with 
respect to currency are elements in the policy pursued with respect 
to credit, the regulation of the flow and volume of credit being in 
the last analysis the primary function of the Federal reserve banks. 
Whatever policy the Federal Reserve System may pursue with 
respect to either gold or currency must take its color and occasion 
from the policy pursued with respect to credit, and such has been 
the case in the past: 


B.—GOLD POLICY * 


The first phase of the Federal Reserve System’s policy with ref- 
erence to gold was developed in connection with the heavy influx of : 
gold which set in toward our shores soon after the beginning of the 
European war, and which up to the end of the year 1916 added 
approximately 1,200 millions of dollars to our national monetary 
stock. The Federal reserve banks at this time not being possessed 
of any ready or adequate method of impounding this redundant 
gold, the Federal Reserve Board recommended in 1916 an amend- 
ment to our banking statute giving the board the power to raise the 
reserve requirements of member banks. The object sought was to 
prevent, when and as it seemed desirable, the new gold which was 
accumulating in the vault reserves of member banks from becoming 
the basis of an undesirable expansion of credit. It will be recalled 
that at this time the Federal reserve banks were operating under 
the terms of the Federal Reserve Act as originally enacted, the 

* Op.. cit. 
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required reserves of member banks being carried partly with re- 
serve banks as balances, partly in the vaults of member banks, the 
remainder at the option of the member banks being carried either 
in their own vaults or with the reserve banks. It was hoped that a 
sufficient number of the leading member banks would appreciate 
the need-of cooperation with the board’s purposes in preventing the 
abnormal increase in our gold supply from providing a basis of in- 
flation, to secure their support for this amendment. This amend- 
ment failed, but in September, 1916, the Federal Reserve Act was 
amended so as to permit member banks, at their option, to carry 
the whole of their required reserves as balances with the Federal 
reserve banks. The object of this amendment was to concentrate a 
larger portion of the actual gold reserves of member banks in the 
hands of the Federal reserve banks. In brief, these first phases 
of the Federal Reserve System’s gold policy developed out of its 
credit policy as a method of restraining undue and unnecessary ex- 
pansion of credit at a time when the reserve banks had not yet at- 
tained a position where they could exercise any effectivé control 
over the course of the country’s credit operations by discount rates. 
The table on the opposite page, which sets forth changes in the _ 
leading items of the Federal reserve banks’ condition, shows the 
changes in the system’s gold position to the end of March, 1921. 
The next phase of the Federal Reserve System’s gold policy 
came with our entry into the war in 1917. The note issue provi- 
sions of the Federal Reserve Act were then liberalized so as to 
permit the direct issue of the Federal reserve notes against gold as . 
collateral security, the gold thus held as security in the Federal 
Reserve Agent’s Department being counted as reserve required 
against Federal reserve notes; and the provisions concerning mem- 
ber banks’ reserves were changed, first by reducing their required 
reserves, and second by requiring that their reserves should all be 
carried as cash balances with Federal reserve banks. The object 
of these changes was to enable the Federal Reserve System to 
strengthen itself against the credit demands which it was foreseen 
the war into which we were entering would occasion. The policy, 
in brief, was to impound as much of the stock of monetary gold 
in the country as possible in the Federal Reserve System, where 
it would supply, as circumstances made it necessary, an adequate 
gold basis for an enlarged issue of Federal reserve notes and re- 
serve deposit credit in connection with the vast loan and financial 
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operations of the war. Here again the gold policy of the Federal 


Reserve System is to be interpreted in the light of its attitude - 


toward credit conditions and needs. Just as in the first phase of its 
gold policy its objective was to restrain credit expansion at a time 
when such expansion was not necessary, so now its objective was 
to provide an ampler base for credit expansion in view of the 
changed situation and its credit requirements. 


(In millions of dollars) 
pe ee ee ee eee ee 


Net Gold Total Net 
imports | General | reserves cash roel 
(+) or stock of reserves 4 Reserve 
oe exports of gold federal federal a) ratio! 
(—) of | in U.S. | reserve reserve | |; aad 
iabilities! 
gold banks! banks! 
Nowe Ber 27, LOU... ates aaa ce ntidtens. ental 1,835 228 262 252 104.2 
End.of March} 19172 fasuis copes soe ete 3,089 938 947 1,065 89.0 
SAS Mia 1OLO | tee ak sais ccillcaueteaieneuret 3,092 2,188 2), 255) 4,350 51.8 
CMMI WATCH, LOO. casper craueyaatiaie aiptelangie.s 2,662 1,935 2,057 | 4,821 42.7 
SP March a 924 5 Se Sas UE cis aha oters 3,001 2,222 2,437 4,585 SSr I 
Changes for period: 
Nov. 1, 1914, to end of March, 
TOD Tite Sers wk suc tee oters orth +1,189 | +1,254]} + 710) + 685 | + 813 |— 15.2 
End of March, 1917, to end of 
May; 1999 wth cig. Isto es _ 299) + 3 | +1,250 | +1,308 | +3,285 |— 37.2 
End of May, 1919, to end of 
Microb LO 20 oy ssciris.ciciee, eis — 404); — 430} — 253} — 198] + 471 }— 9.1 
End of March, 1920, to end of : 
Mat eh 2921) ce. mio ie oe + 376 + 339) + 287 + 380 — 236 |+ 10.4 


1 Bank figures relate to the last Friday of the month, except those of March, 1921, which 
are as of March 31; deposit liabilities and reserve percentages have been figured on a uniform 
basis throughout the table. 


The next important phase of the ‘gold policy of the Federal 
Reserve System came in 1919 with the lifting of the embargo on 
the exportation of gold in June of that year on the recommendation 
of the Federal Reserve Board. The embargo on gold was not 
originally imposed at the instance of the Federal Reserve Board, 
although the board was charged with the responsibility of adminis- 
tering it. When one form after another of the various: controls 
which had been set up over industry, trade, transportation, fuel, 
etc., begar to fall away in 1919, the Federal Reserve Board recom- 
mended a lifting of the gold embargo, although the Federal Re- 
serve System was still confronted with the credit problems of the 
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Treasury and had not yet, on account of the Treasury financing, 
regained a normal control of its discount operations and its dis- 
count policy. At a time when it was virtually helpless to influence 
the course of the money market by the adjustment of discount 
rates to actual conditions, it sought to exercise what influence it 
could over the expansion of banking credit in the year 1919 by per- 
mitting the exportation of gold, and thus exposing the gold reserve 
of the Federal Reserve System to depletion by foreign drains. The 
loss of gold from the country thus occasioned to the end of the 
year 1919 amounted to 322 millions of dollars. The loss occasioned 
to the Federal Reserve System amounted to 125 millions of dollars, 
and helped to bring nearer the day when the Federal reserve banks 
must be permitted to resume their normal relation to the money 
market and to exercise a control through discount rates. Thus 
again it appears that the gold policy of the Federal Reserve Board 
was a reflection of its attitude toward credit conditions, although 
an important consideration in the lifting of the gold embargo was, 
also, the desire to maintain and upbuild American financial prestige 
by restoring to the American market the character of a free gold 
- market. 


C.—CURRENCY POLICY * 


There was little occasion, during the first years of the Federal 
Reserve System, for the Federal Reserve Board to develop a cur- 
rency policy. According to the original conception of the Federal 
Reserve Act, and in view, further, of the fact that at the time of 
the organization of the new system the country was supplied with 
a large volume of currency in the form of national bank notes, the 
Federal reserve note was regarded as a means of satisfying sea- 
sonal or emergency requirements for additional circulation. When 
the great gold influx set in, in 1915, the Federal Reserve System 
pursued the policy of issuing Federal reserve notes in exchange for 
gold, and the F ederal reserve note, up to the time of our entry into 
the war in 1917, was in effect a gold certificate. The object sought 
in this policy, especially in view of the extraordinary character of 
the shifting of the world’s stock of monetary gold then in progress 
as an incident of the war, was to treat the reserve banks as reposi- 
’ tories of gold’against the day when it seemed reasonable to expect 


* Op. cit. 
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that the largest portion of our new acquisitions of gold would flow 
back to Europe, and was also in furtherance of the early credit 
policy of the board, already described. Under the terms of the 
Federal Reserve Act, Federal reserve notes were not available as 
legal reserve money to member banks. One of the practical effects, 
therefore, of the issue of Federal reserve notes in exchange for 
gold was the withdrawal of this gold from ordinary banking use, 
particularly from member bank reserves, where its accumulation 
was already beginning to work an undue expansion of credit. In 
brief, currency policy was developed upon lines paralleling the 
Federal Reserve System’s credit policy, which, as already stated, 
was aimed, at this time, at a control of credit expansion, the situa- 
tion not yet having developed to a point where the traditional — 
method of the control of expansion by means of discount rates 
could be made effective. 

During the period between the end of November, 1914, and the 
end of March, 1917, net imports of gold into the United States 
amounted to 1,189 millions of dollars, while the increase in the gold 
held by the reserve banks and the reserve agents was about 710 
millions. The difference between these two amounts represents 
additions to the gold holdings of national, non-national and private 
banks, to gold held earmarked for foreign account, and to gold in 
circulation. It appears, therefore, that even before the entry of 
the United States into the war the larger part of the gold coming 
into this country found its way into the Federal reserve banks and 
was impounded there. 

After we entered the war and the Federal Reserve Act was 
liberalized in its note-issue provision, the board systematically con- 
tinued the policy, already noted in connection with the discussion 
of its gold policy, of impounding gold in exchange for Federal re- 
serve notes. It was expected that the gold thus acquired would be 
needed in the process of providing the credit facilities necessary for 
financing the war and in taking care of the extraordinary require- 
ments of business occasioned by the war. 

It was, of course, recognized that the degree of credit assistance 
that the Federal reserve banks might be called upon to extend to 
their member banks in the process of floating the Government’s 
war loans might easily reach the point of producing a considerable 
inflation of credit. But the theory upon which the board proceeded _ 
with respect to the issue of Federal reserve notes was that the cur- 
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-rency, as such, would not promote inflation, and that restriction of 
note issues by Federal reserve banks in response to the require- 
ments of the community was not, therefore, advisable or necessary. 
On more than one occasion, as the volume of Federal reserve notes 
in circulation showed substantial increase, the board stated its 
view that the increased issues were occasioned by the rise of prices, 
and that in due course, as prices ceased to rise or showed a 
tendency to fall, the Federal reserve-note currency which was 
found to be in excess of the country’s requirements would return 
to the banks. The board’s view was most succinctly stated in its 
letter of August 8, 1919, to the chairman of the Senate Committee 
on Banking and Currency: 


Federal Reserve notes are not legal tender, nor do they count as reserve 
money for member banks. They are issued only as a need for them develops, 
and as they become redundant in any locality they are returned to the 
Treasury at Washington, or to a Federal Reserve Bank for redemption. 
Thus, there cannot at any time be more Federal Reserve notes in circulation 
than the needs of the country at the present level of prices require, and as 
the need abates the volume of notes outstanding will be correspondingly 
reduced through redemption.* 


How far the currency theory thus stated has been borne out by 
recent changes in the volume of Federal reserve notes in circula- 
tion. can now be determined. Federal reserve notes attained their 
maximum amount for the year 1919 on December 26, when they 
stood at $3,057,646,000. With the advent of the year 1920, a re- 
turn flow of Federal reserve notes set in. This movement, how-: 
ever, was short lived. Between December 26, 1919, and January 
23, 1920, Federal reserve note circulation was reduced by 
$213,419,000. Thereafter there was a steady increase in the vol- 
ume of Federal reserve notes issued and in circulation, attaining 
the amount of $3,404,931,000 on December 23, 1920, when a re- 
turn flow of substantial dimensions set in which is still in process. 
The drop from the high point in December, 1919, to the low point 
of 1920, was $213,419,000; and from the high point of 1920 to 
April 15, 1921, is $536,404,000. 

The two movements just referred to indicate not only Hates 
in the volume of currency owing to seasonal needs, but also a con- 
nection between the volume of credit and the volume of currency, 
thus lending much support to the board’s theory that the expansion 


* Federal Reserve Bulletin, August, 1919, p. 701. 
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of the currency is a consequence of the expansion of credit and the 
rise in prices, and that the expansion of the currency is not there- 
fore to be regarded as a causal factor in price movements : 


The increased volume of Federal Reserve notes in circulation during the 


past three years, in so far as it is not the result of direct exchanges for 


gold and gold certificates which have been withdrawn from circulation, is” 


the effect of advancing wages and prices, and not their cause.* 


Whether this view (with all it implies) of the relation of cur- 
rency to credit and prices, which, it must be admitted, has the 
sanction of high authority in our own and other countries and con- 
siderable support from banking and currency experience undez 
normal conditions, can safely be taken as an invariable principle 
of reserve bank action in the future will be considered later in 
this paper. 


D.—CREDIT POLICY + 


Credit policy was only of theoretical moment in the first years 
of the Federal Reserve System. Easy credit conditions in the 
United States, because of the reduction of member bank reserve 
requirements and the great influx of gold, made reserve bank 
credit policy and discount rates of little actual consequence until 
the late autumn of 1916. Then, for the first time, did a credit situ- 
ation develop which gave to the rates of some of the Federal re- 
serve banks a degree of effectiveness. The increasing pressure for 
credit funds, which would have developed in the year 1917 even 
if the United States had not entered the war, would undoubtedly 
have led to the development of an effective discount policy by the 
Federal Reserve System—a policy in which main reliance would 
have been put upon rates, and under which reserve bank rates 
would have been adjusted to market conditions so as to keep them, 
in the larger financial centers at least, at or above the ordinary 
commercial rate; all of this in accordance with well recognized 
principles of reserve bank practice. With the entry of the United 
States into the war, the outlook was changed, and the Federal Re- 
serve System was confronted with large and difficult problems 
of credit growing out of the loan policy and loan operations of the 


Treasury. From that time forth to the beginning of the year 


* Federal Reserve Bulletin, August, 1919, p. 702. 
+ Op. cit. 
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1920, the discount policy of the Federal Reserve System was 
shaped not in accordance with money market conditions—not with 
the idea of using reserve bank rates as an instrument of effective 
control of the money market—but with the primary purpose of 
assisting the Treasury in the flotation of its great bond issues and 
its short-term certificate issues. In brief, the discount policy of 
the Federal Reserve System was treated as an element of the 
Treasury’s loan policy, the Federal Reserve System virtually 
ceasing to exercise, for the time being, its normal function of-reg- 
ulating credit. The position of the Federal Reserve Board with 
respect to the bearing of Treasury policy upon the Federal Re- © 
serve System has been explained in its several annual reports,* 
and recently was succinctly stated by the governor of the Federal 
Reserve Board at the joint hearings held before the Senate and 
House committees on agriculture on December 3, 1920+: 


The Federal Reserve Board adopted a policy in order to assist in the war 
financing which was economically unsound. I say this frankly. Congress 
authorized certain loans. It authorized the Secretary of the Treasury to 
determine the rates at which the loans should be issued. The Secretary of 
the Treasury asked the advice of experts and then fixed the rates of interest 
to be borne by the several issues of bonds, notes, and certificates. During 
the time we were actually at war, something like $18,000,000,000 of bonds 
were sold to the people, an amount certainly in excess of the normal 
investment power of the American people in such a short time, and the 
only way in which those loans could be financed was through the instru- 
mentality of the banks. The only way the banks could undertake to do it 
was to get some assistance from the Federal Reserve Banks and at a low 
rate. The low rate of interest borne by these bonds was fixed with a view 
of holding down the expenses of the Government as far as possible. Any- 
way, that is something the Federal Reserve Board has no responsibility for. 
In order to make possible the floating of these bonds we fixed a rate less 
than their coupon rate. Some member banks announced that for a period 
of six months there would be a rate of 4% per cent on notes secured by 
Government obligations. The result was there was no loss to subscribing 
banks pending the distribution of the bonds to the public. There were 
successive bond issues. The principal reason why discount rates were not 
increased earlier than they were in 1919 was on account of Treasury 
financing. 


This may be taken as the official statement of the Federal Re- 


* See Report for 1920, pp. 11-15; for 1919, pp. 67-73; and for 1918, pp. 
1-5 and 85-87. e 

+ Pages 62 and 63 of the hearings entitled “Reviving the Activities of the 
War Finance Corporation.” 
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serve Board with respect to the discount policy followed by the 

Federal reserve banks to the end of the year 1919. 

It is clear that the point at which the loan policy of the Treas- 
ury affected the Federal reserve banks was the money rate. Dis- 
count rates were maintained at artificially low levels from shortly 
after the beginning of the war in 1917 until the end of the year 
1919. The particular device which was employed in aid of the 
Treasury’s loan policy, as is well known, was the establishment 
and maintenance of (1) preferential rates on bond and certificate 
secured paper, as compared with commercial paper, and (2) a 
differential in favor of the rate on such bond and certificate 
secured paper as compared with the interest rate borne by the 


bonds and certificates. The immense credit resources of the Fed- - 


eral Reserve system were thus availed of by the Treasury during 
this period to make and maintain an artificial money market. In 
effect, the power of the Federal Reserve Board as the ultimate reg- 
ulator of the discount policy of the Federal reserve banks was put 
in commission, and rates were fixed, not “‘with a view of accom- 
modating commerce and business,”* in accordance with normal 
principles, but with a view to accommodating the financial pro- 
gram of the Treasury in accordance with emergency principles. 

Whether the Treasury’s loan policy and methods of short-term 
borrowing were well conceived is not here in question. Indeed, 
the time has not yet come for passing judgment upon the policies 
of the Treasury in connection with the financial conduct of the 
war. It is, however, possible to speak of that feature of Treasury 
policy which most vitally affected the Federal reserve banks. The 
wisdom and the necessity of the device of an artificial money rate, 
carried to the point that it was by the maintenance of a differential 
rate upon so-called war loan paper, may be questioned. In the 
light of subsequent developments, it may be questioned whether 
it was not a costly device to the country. While the bad economic 
consequences of artificially low discount rates were minimized dur- 
ing the war by the many various controls over the economic activi- 
ties of the people that were then set up, a precedent was estab- 
lished which it was found difficult to set aside after the war. 

The controls which were set up during the war on production, 
trade, and consumption—such as the War Industries Board, War 
Trade Board, Food Administration, Fuel Administration, Railway 

* The language of the Federal Reserve Act, section 14, paragraph D. 


—T 
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. Administration, Shipping Board, Capital Issues Committee, New 
York Money Committee, had very important financial conse- 
quences. Their bearing upon the credit situation and upon the 
credit problem of the Federal reserve banks was especially impor- 
tant. They acted in effect, though that was not their intended pur- 
pose, as a control of credit expansion at the source by limiting the 
occasion for the use of credit and by confining its use to such 
purposes as were deemed essential to the prosecution of the war.* 

But with the close of the war—that is, with the cessation of hos- 
tilities following the armistice—these various controls were soon 
lifted: “The moment we knew the armistice to have been signed 
we took the harness off.”+ It was very generally expected that 
business and industry, if freed from restraint, would soon effect 
their return to a normal condition. Early in the year 1919, how- 
ever, industrial stagnation and unemployment were in evidence, 
and a fresh survey and diagnosis of the economic situation was 
made by the Industrial Board{ set up under the auspices of the 
Department of Commerce for assisting the readjustment of indus- 
try and trade to a more stable basis. Its main effort was directed 
to bringing about revision of prices and stabilization of the ex- 
pected fall of prices. Events soon showed that the policy of 
“price stabilization” was based on a faulty economic diagnosis. It 
was not many months after the close of the war that prices began 
to rise. The main impulse came from the release of buying power 
which had been in restraint during the war. A seller’s market 
began to develop in the spring of 1919. The consumer demanded 
goods; price was a secondary consideration. Dealers, both whole- 
sale and retail, were bidding against one another for such supplies. 
as there were, and manufacturers were bidding against one an- 
other for raw materials and labor. The rapid rise of prices in- 
duced buying for speculation, and speculation in its turn 
accelerated the rise of prices. Inflation was becoming cumulative 

* Federal Reserve Bulletin, October, 1918, pp. 922-924. If these various 
controls which were in effective operation in the last months of the war 
had been made equally effective early in the war, it is probable that a better 
financial and credit situation would have been maintained throughout the 


war; in brief, that there would have been less inflation of credit and prices 
than in fact developed. ; 

+From President Wilson’s address to Congress, delivered December 2, 
1918. 

Federal Reserve Bulletin, March, 1919, p. 246. 
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and systemic in its effects, and pervading the whole body econ- 
omic. This is the explanation of a phenomenon which has puzzled 
so many people. During the war, expansion of credit was re- 
strained from working its full economic effects in the form ot 
price inflation and speculation. After the war it was let loose when 
the various controls above enumerated were lifted and the huge 
volume of credit created during the war was permitted to diffuse 
itself. 

The credit and business situation which developed in the United 
States in 1919 was one that needed restraint. A seller’s market 
usually needs credit restraint before it passes the limit of safety, . 
just as a buyer’s market usually needs the help of credit support. 
It would have been of the greatest advantage to the country if 
such restraint* had been exercised by the Federal Reserve System 
in the year 1919, and the development of the runaway and specu- 
lative markets, which developed in the second half of the year, 
been measurably prevented. The Federal Reserve System was the 
one important agency of control left to the country after the vari- 
ous war controls had disappeared. All the more important was 
it, therefore, that it should be in a position to function as effec- 
tively as possible. Its burden and responsibility, even under the 
most favorable view of the situation, were undeniably large, and 
would have imposed a severe test upon the system. In the light 
of what transpired in the year 1920, as is now a matter of univer- 

*The month of September was the time to have gotten control. The 
public debt reached its maximum at the end of August, and a great reduc- 
tion of the floating debt occurred in September. Total war loan paper for 
the twelve Federal reserve banks dropped from $1,635,233,000 on September 
5, 1919, to $1,383,896,000 on September 19, following. the redemption of 
certificates on September 15 of $431,910,000. The rise was then rapid, 
reaching $1,771,028,000 on November 7. The movement of total bills dis- 
counted paralleled the variations in war-loan paper closely. On September 
5, total bills discounted for member banks were $1,847,418,000. They fell 
to $1,645,881,000 on September 19, and rose to $2,189,489,000 on November 7. 


The expansion of the loan account of the Federal reserve banks during 
the seven weeks from September 19 to November 7 amounted to over 
$500,000,000. 

For the Federal Reserve Bank of New York, total war-loan paper dropped 
from $672,070,000 on September 5, 1919, to $483,053,000 on September 19. 
It then rose to $795,212,000 on November 7. On September 5, total bills 
discounted amounted to $724,861,000, falling to $528,592,000 on September 
19, and rising to $904,351,000 on November 7. The expansion in total bills 
discounted in the seven weeks from seeccmber 19 to November 7 amounted 
to approximately $375,000,000. 
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sal knowledge, there is every reason to believe that if the Federal 
Reserve System had functioned as effectively in 1919 in regulating 
credit as it did in 1920 in retarding and eventually arresting expan- 
sion, it would have rendered an inestimable service to the country 
and would have prevented many of the unhealthful developments 
in business and credit from gaining the headway which made 
action of so drastic a character as that which was taken in 1920 
necessary. Ilow much of the business distress and economic hard- 
ship experienced by the country during the past year would have 
been avoided, had the Federal Reserve System been in a position to . 
pursue a discount policy in the second half of the year 1919 such 
as the trend of developments clearly indicated to be necessary, 
cannot of course be determined. Much of the hardship suffered by 
the country in 1920 might, however, have been avoided by the 
adoption in 1919 of an effective precautionary policy of credit 
control. That such a precautionary discount policy would have 
been adopted by the Federal Reserve System, had it felt free to 
act, will not be doubted by any one acquainted with the attitude of 
the Federal Reserve Board and the Federal reserve banks: at this 
time. As early as June, 1919, after the close of the Victory Lib- , 
erty loan campaign, which, it will be remembered, was announced 
to be the last of the war loans, the Federal Reserve Board ex- 
pressed its concern over the unhealthful tendencies which were in 
process. Counsel and warnings of similar purport were subse- 
quently repeated. The necessity of restraint upon the borrowings 
of member banks for speculative purposes by other means than 
advances in discount rates * was pointed out, and such restraint 
was urged. Here and there, for a while, there were some slight 
evidences that the situation was being controlled, but no large 
results were achieved, and speculative tendencies of a dangerous 
character and large dimensions, involving speculation in land and 
commodities as well as in securities, gained increasing momentum 
through the autumn of 1919. “Direct action,” so-called, as a 
method of credit control was not succeeding.| The expansion of 


* “The Federal Reserve Board is concerned over the existing tendency 
towards excessive speculation, and while ordinarily this could be corrected 
by an advance in discount rates at the Federal reserve banks, it is not prac- 
- ticable to apply this check at this time because of Government financing.” 
(From a letter sent by the Federal Reserve Board to the chairmen of the 
Federal reserve banks, June 10, 1919.) 

+“These warnings, however, were only a transitory expedient and were 
given only momentary attention by many banks. The board was prepared, 
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credit and the rise of prices went on apace. Speculation flourished. 
It could no longer be doubted that the Federal Reserve System 
must undertake the regulation of credit by means of discount 
rates. A beginning was made by the slight advance in discount 
rates on war loan paper on December 11, 1919, with every expec- 
tation and mention on the part of the Federal Reserve System of 
assuming full control of its discount policy with the event of the 
year 1920. ° 

All this is said dispassionately and objectively, by way of ex-— 
planation of a critical period in the history of Federal reserve 
policy. The Treasury, as well as the Federal Reserve System, had 
its difficulties. While the war, in a fighting sense, was over with 
the advent of the year 1919, it was not over in a financial sense. 
The Treasury was still confronted with vast financial obligations. 
The financial precedent established during the war carried over 
into the year 1919. Reserve bank policy continued to be sub- 
ordinated to Treasury policy, and discount rates throughout the 
year 1919 were maintained at artificially low levels. 

The device of an artificial discount rate provided too comfortable 
an expedient alike to the Treasury and to the banks of the coun- 
try, which were still burdened with commitments made under the 
“borrow and buy” Liberty Loan slogan, to be easily relinquished. 
Thus was the Federal Reserve System controlled in the matter of 
its discount policy at the very time when the interest of the coun- 
try at large required that it should be free of control in order that 
it itself might control. 

With the year 1920 * the Federal reserve banks entered upon the 
exercise of their function of regulating credit in accordance with 
business’ and economic indications, and, under circumstances of 
extraordinary difficulty and for the first time since the outbreak 
of the war, undertook to develop a policy of credit control by 
means of discount rates. About the same time the Treasury 
adopted the policy of adjusting the interest rate on its short-term 
borrowings to the state of the money market. It is not for the 
Federal Reserve Board to estimate the wisdom of the credit policy 


as soon as Treasury. exigencies permitted, to resort to the well-known 
method of advancing the rate of discount.” Annual Report for 1920, p. 12. 
.* “Fortunately the condition of the Treasury is such that the board can 
now feel free to inaugurate discount policies adjusted to peace-time condi- 
tions and needs.” Annual Report for 1919, p. 69. 
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pursued by it in the year 1920. It may, however, with propriety 
speak of the attitude which led to that policy. There was nothing 
“hesitant” * in the policy adopted by the board at this time. Rates 
were advanced as follows in January, 1920: commercial paper 
rate, from 434 per cent at ten banks and 5 per cent at two banks to 
6 per cent at all banks; certificate of indebtedness rate, from 414 
per cent to 4% per cent, according to the rate borne by the certifi- 
cate to 434*per cent on all classes of certificates; Liberty-bond 
rate, from 434 per cent at ten banks and 5 per cent at two banks 
to 5Y% per cent at all banks. Such marked advances of rate do not 
betray “hesitation” ; they evidence conviction. + This first advance 
in rates not proving effective, further advances were thade in the 
early summer—the commercial rate at the largest Federal reserve 
banks being advanced from 6 per cent to 7 per cent, rates on cer- 
tificates from 434 per cent to 5%4 per cent at seven banks, and 
from 5 per cent to 6 per cent at five banks, according to the rate 
borne by the certificate, and rates on Liberty bonds from 5% per 
cent to 6 per cent at six banks, and to 534 per cent at one bank, 
the rate being left unchanged at the remaining five banks. 
The reserve ratio for the Federal Reserve System as a whole on: 

January 2, 1920, was 43.7 per cent as compared with 50.8 per 
cent on July 3, 1919. It declined to 42.8 per cent on July 2, 1920. 
The board’s action in raising rates was therefore clearly supported 
by the reserve position of the banks. But there is nothing in the 
action taken then or at any time later in the year to justify the 
statement that the board’s discount policy in 1920 was not “the 
expression of a voluntary policy.”{ The board’s attitude is 
clearly indicated in its annual report for 1919: “The expansion 
- of credit set in motion by the war must be checked. Credit must 
be brought under effective control and its flow be once more regu- 

* The term used by Mr. Sprague in the article already cited, page 24. 

+ “It was the board’s conviction, however, at the close of the year (1919) 
- that a substantial advance in all discount rates was necessary and that it 
should not be long delayed.” Annual Report for 1919, p. 4. 

£Itis, however, by no means certain that the Reserve Board would have 
' taken measures to restrain credit during the course of the winter and spring 
of this year [1920] if the power of the reserve banks to extend credit within 
the limits of legal reserve requirements had not been nearly exhausted. The 
successive advances in discount rates made during the first half of the year 
were not then entirely the expression of a voluntary policy. It was a policy 


which in large measure was enforced by the reserve position of the banks.” 
(Sprague, article cited, p. 23.) 
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lated and governed with careful regard to the economic welfare 
of the country and the needs of its producing industries.” eed les 
action taken by the Federal reserve banks in 1920 was taken not 
primarily to protect their reserves, but to control the rate of ex- 
pansion of credit. It should be distinctly noted in reviewing the 
situation of the reserve banks during the years 1919 and 1920 
that the reserve ratio of the Federal Reserve System was declining, 
not because reserves were being depleted through loss of gold, but 
primarily because the credit facilities of the system were being too — 
freely drawn upon by the banks of the country and the liabilities 
of the reserve banks in the form of deposits and notes mounting at 
a steady and startling rate. The decline of the reserve ratio re- 
’ flected quite accurately the credit expansion which was in proc- 
ess. t The solicitude of the board arose not because of loss of 
gold—for the total gold holdings of the reserve system showed 
little variation (amounting on January 3, 1919, to $2,091,194,000 ; 
on July 3, 1919, to $2,128,946,000; on January 2, 1920, to $2,062,- 
615,000; on July 2, 1920, to $1,971,696,000; and on December 31, 
1920, to $2,059,333,000), but because of the unhealthful credit sit- 
uation which had been developing since the summer of 1919, and 
which threatened to culminate in disaster unless subjected to con- 
trol. While this condition was reflected in the decline of the re- 
serve ratio, the board’s discount policy was directed toward 
improving the reserve position of the Federal reserve banks not 
by increasing their reserves but by checking the constant expansion 
of their liabilities and by setting in operation forces which would 
make for a healthier credit situation. It raised rates to protect the 
reserve banks against abuse of their credit facilities, and to protect 
the community and the general business and economic situation 
against the consequences of such abuse. 

* Annual Report for 1919, p. 71. 

+ Studies made by the Statistical Division of the Federal Reserve Board 
indicate that for the larger part of the year 1920 the reserve ratio has 
fluctuated in close accord with changes in note and deposit liabilities, As 
between notes and deposits, the indications are that for shorter periods of 
time changes in the ratio follow fluctuations in deposits, while for longer 
periods of time the decisive influence on the ratio is exercised by changes in 
the volume of notes. An effort has been made to devise an “index of 
divergence,” or formula for estimating the relative effects of changes in 
liabilities and of changes in reserves on the movement of the reserve ratio. 


See paper by E. A. Goldenweiser, “Index of Divergence,” in the forth- | 
coming September [1921] number of the American Statistical Review. 
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Whether the Federal Reserve System would have had the sup- 
port of public opinion to the extent it had during the past year, 
had the bad situation which the Federal Reserve Board was under- 
taking to improve not been unmistakably reflected in the reserve 
position of the banks, may well be doubted: 


As a guide to discount policy, it must be admitted the reserve ratio has 
certain conspicuous advantages. It is definite and obvious. Public opinion 
may be expected to support the always unwelcome policy of credit restraint 
when that policy is enforced by a depleted reserve. It is unhappily very 
doubtful whether the public would have been reconciled to the advance in 
rates made last spring if the reserve banks had had, let us say, a reserve 
ratio of 55 per cent, and yet, all other things being the same, an advance 
in rates would have been no less desirable.* 


It is this consideration, thus well stated, which has given to the 
bank reserve ratio in the past its authoritative position as a credit 
and banking indicator. It is this same consideration which wilt 
assure it a position of almost equal importance in the future. Tra- 
dition, it must never be forgotten, has much to do with matters 
of banking and credit practice. The popular tradition that the 
reserve ratio is the index of changes in the credit situation will | 
therefore be slow to disappear. Particularly will this be true in 
the United States, where long adherence to the principle of legis- 
latively prescribed minimum banking reserves has much of the 
sanctity of a first principle. The proposals often made im recent 
months to abandon the reserve ratio as an indicator of discount 
policy and to base discount policy hereafter on the observed effects 
of credit on prices,t have, therefore, the character of academic 
proposals, even in present circumstances, which, it must candidly 
be admitted, are less favorable than was ordinarily true in the 
past to quick responsiveness on the part of the reserve ratio to 
changing business, credit, and price conditions. As an abstract 
proposition, the proposal to substitute a price indicator for the 
reserve ratio as a guide to discount policy has much economic 
merit. The rigors of the recent price readjustment process through 
which the United States, in common with the rest of the commer- 
cial world, has been passing, have emphasized the value of price 
stability. Price disturbances not originating from inevitable nat- 
ural causes are bad and costly alike to producer and consumer. It 


* Sprague, article cited, p. 27. 
tJbid., p. 28. — 
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is not surprising, therefore, in view of the trying experiences of 
recent years, that effort should be made, in reviewing the working 
of present-day credit and banking machinery, to find some guide to 
credit policy that will give to the community greater protection 
against unsettling changes in the price level. Recent American 
experience, it may also be admitted, has demonstrated that good 
banking administration in times of economic disorder, at least, 
presents more than a problem of merely maintaining the reserve _ 
ratio, in a conventional or perfunctory sense. 

Without entering upon the discussion of controverted questions 
of economic theory touching the relation of changes in prices tu 
changes in the volume of credit, it may be assumed that the retarda- 
tion of the flow of credit in times of expansion, and the accelera- 
tion of the flow of credit in times of business recovery following 
a period of depression, have an appreciable bearing on price move- 
ments. As a theoretical proposition, therefore, it is entirely con- 
ceivable that the discount policy of the Federal Reserve System 
might be governed by indications of impending price changes, with 
a view of mitigating their cyclical fluctuations. While such an 
undertaking would raise some new and difficult problems of credit 
administration, no doubt in time the technique of a plan of credit 
regulation based on price indices could be worked out and made 
administratively practicable if public sentiment demanded. But 
there is now no warrant in the statute under which the Federal 
reserve banks are organized for undertaking to regulate their credit 
operations on any such basis. The economic logic of the Federal 
Reserve Act is clearly predicated upon the theory that the Federal 
reserve banks shall be operated with regard to reserve ratios, and 
“rates be fixed with a view of accommodating commerce and busi- 
ness.” It would imply a very latitudinarian construction of the 
term “accommodating commerce and business” for the Federal 
Reserve Board and the Federal. reserve banks to adopt the “ob- 
served effects of credit on prices” as their rule of action in the 
future. There is not, however, the slightest reason for supposing 
that such a procedure on the part of the Federal reserve banks 
would be viewed with public approval. Quite the contrary. Pub- 
lic sentiment in-the United States is, and always has been, highly 
sensitive in matters of credit control, and precisely, among other 
reasons, because of the bearing that such control has, or is believed 
to have upon the movement of prices. 
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The popular dread of “contraction,” based, as it is, upon the 
popular assumption of a close, immediate, causal connection between 
contraction and falling prices has seldom, if ever, been appealed to 
in vain in the United States in times of economic pressure. There 
is not the slightest warrant in either the remote or recent economic 
history of the United States for supposing that the American pub- 
lic would sanction or tolerate a discount policy on the part of the 
Federal Reserve System avowedly based upon price indices, even 
if it were clear that such a practice were otherwise advisable. It 
would be regarded as tantamount to the setting up of a credit and 
price despotism. This fear of contraction and its consequences is 
one of the most persistent phases of American popular economics ; 
practically viewed, it has the force of an instinct and is the ex- 
planation of many, if not most, of the otherwise puzzling vagaries 
of American financial history. One of its earliest and most ener- 
getic manifestations, it is well to recall, was the bitter hostility 
aroused against the Second Bank of the United States because of 
the financial pressure experienced in 1833-34, alleged to have been 
due to the sinister purposes and Tsarist methods of the great bank- 
ing institution against which Andrew Jackson was successfully | 
arraying the forces of public sentiment in many sections of the 
country. Later manifestations of the same feeling abound in the 
decades following the Civil War, when the nation was.confronted 
with the problem of correcting currency disorders resulting from 
the Civil War. Recent events, in the autumn of 1920, have given 
evidence of the persistence of a similar strdin of sentiment. 

The problem of credit and currency regulation in a country as 
vast as the United States, and as complicated in its economic organ- 
ization with different sections of the country in different stages of 
economic development and maturity, presents a very difficult prob- 
lem even under normal conditions.* ‘This, among other things, is 
the explanation and justification of the use of the regional principle 
in determining the structure of our system of reserve banking, as 
against the principle of a single central institution, nation-wide in 
the scope of its operation and control, the regional principle per- 
mitting of a closer adaptation of credit policy to regional or local 

* See Sprague, article cited, pp. 26-27: “There is no such general market 


rate of discount as in England. Consequently, the Bank of England prac- 
tice of a discount rate slightly above the market rate cannot have so 


pervasive an influence.” 
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conditions. The discount or credit policy of a reserve bank, © 
whether organized on the regional or the central principle, must 
always be the expression of a judgment as to when a situation has 
arisen in business, industry, or credit which indicates the desira- 
bility of action on the part of reserve holding and credit and cur- 
rency regulating institutions. That judgment must be a live judg- 
ment, not a mechanical judgment. A great variety of factors enter 
into the determination of appropriate discount policy. Among — 
these may be mentioned the state of business, industry, and trade 
(both domestic and foreign), the state of money markets (both 
domestic and foreign), international gold movements, seasonal con- 
ditions and needs, accidental economic disturbances, sometimes 
political conditions and the international situation, the stage of the 
business cycle, price movements,* and the state of banking re- 
serves. No one of these by itself can be conclusive of action to be 
taken. Each has its own value and significance; and competent 
judgment on the part of reserve institutions depends in great 
measure upon the skill and capacity developed to give to each of 
these several factors its due weight in any given set of circum- 
stances in determining the matter of credit policy. But when all 
this is said, it may yet be added that ordinarily there is no one in- 
dicator which is more suggestive of the occasion of considering 
action on the part of a reserve bank than a change in its reserve 
ratio. 


44 I 
ws 
f Viewing the matter practically, the problem of developing a 
more satisfactory technique under the Federal Reserve System, 
and one adapted to American conditions, is not that of finding a 
substitute for the reserve ratio as a guide to credit policy, but 
rather that of finding how to make our reserve ratio a more sensi- 
tive and immediate indicator of changing conditions in the credit 
situation than it now is. The problem, it must be admitted, has its 
very considerable difficulties ; and these difficulties would be many, 


* “While the Federal Reserve Board will always be mindful of the inter- 
dependence of credit and industry and of the influence exerted on prices by 
the general volume of credit, the board, nevertheless, cannot assume to be 
an arbiter of industry or prices.” Annual Report for 1919, p. 73. 

7 Sprague, article cited, p. 27: “There is no substitute for the reserve 
ratio which possesses its peculiar virtues of simplicity and definiteness.” 
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even under normal conditions. But the problem has been immensely 
aggravated by the disorganization of the whole mechanism of 
monetary standards and international credit and price relationships, 
and the artificial redistribution of the world’s stock of monetary 
gold, which have resulted from the war. It would also deserve 
careful study, if space permitted, whether the changes made in the 
structure and safeguards of the Federal Reserve System by the 
- amendments made in June, 1917, as a part of the financial prepara- 
tion for war, are not destined to operate prejudicially to the best 
functioning of the reserve banks as credit regulators. For the 
effect of the 1917 amendments has been to make the reserve ratio of 
the Federal reserve banks more sluggish in its responsiveness to 
changing conditions than it was under the original provisions of the 
reserve act. But even under the provisions of the reserve act as 
originally enacted, the reserve ratio of our reserve banks was prob- 
ably a less sensitive indicator than that of the Bank of England, 
the institution which served as a general model after which our 
Federal Reserve System was patterned, and the institution whose 
methods of operation were believed to supply the best model in 
shaping the discount practices of our system. 

The essential principle upon which the Bank of England is organ- 
ized, as I see the matter, is unfettered discretion on the part of 
the bank in the matter of credit issue, combined with rigid restric- 
tion in the matter of note issue. This is the net outcome of the 
legislation of 1844, which specified no required reserve against 
deposits of the Bank of England, but a reserve of 100 per cent 
against all new issues of notes. 

In practice, how does this system work? In a word, it has 
worked to make the state of the banking reserve.of the Bank of 
England a very sensitive and immediate indicator, and therefore a 
very satisfactory guide to changes in discount policy. Under the 
English banking system as it operated before the war, any undue 
expansion of business and credit would, in swift course, make 
itself felt in the form of a demand for more than the usual volume 
of cash at the Bank of England. The Bank of England having 
no power to issue fiduciary notes to meet such demand, its cash— 
consisting of gold or Bank of England notes covered by gold— 
would be the source from which the demand would be met. The 
depletion of its reserve thus resulting from an undue credit ex- 
pansion would quickly indicate the need of action on the part of 
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the bank to protect its reserve by raising its discount rate, and thus, ~ 
by a process which had become almost automatic in its character 
during the course of the forty years preceding the war, undue and 
unhealthful expansion of credit would be brought under control 
before it gained too much headway. All the more was this the 
case because an undue expansion of credit usually brought with it 
a gold export demand, for it is particularly to be noted that the 
rigid adherence to the practices of an effective gold standard and 
of a free gold market contributed greatly to the success of the 
English system of credit control. Under the English system, 
credit expansion usually gave rise to an external as well as an in- 
ternal drain upon the cash holdings of the Bank of England. The 
combined effect of the two was to elevate the importance of the 
bank’s reserve as a barometer of the credit situation almost to the 
position of being an iristrument of precision. 

England, like the United States, in contrast to the countries of 
the non-English-speaking world, is habituated to the use of bank 
credit in the form of the deposit account rather than of the bank 
note. Her example is, therefore, of particular value for us. It 
has sometimes been argued, from the fact that the United States is 
a check-using country, that regulation of the currency is a neg- 
ligible matter in the technique of banking control in the United 
States, supposing, of course, that care is always taken to make sure 
that all notes which are issued are fully protected by collateral 
security of indubitable character and value. In opposition to this 
view, I believe that regulation of bank-note currency, even in 
check-using countries, is at times a matter of first importance. I 
believe this to be measurably true, even under normal conditions 
when the commercial world or the major portion of it is operating 
under an effective gold standard and there is much gold or gold 
currency in actual everyday use and bank notes are convertible 
into gold, and principally for the reason that an increase in deposit 
credit invariably occasions, in due course, an increase in the de- 
mand for currency. Even check-using countries, like England and 
the United States, cannot do business without the use of a con- 
siderable proportion of hand-to-hand currency, the proportion of 
currency to credit in the United States being about one dollar 
of currency to five or six dollars of credit. The conditions upon 
which the community can get additional supplies of currency are 
therefore an important factor in credit regulation. The regulation | 
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of currency becomes, in fact, a method of regulating the flow and 
volume of credit. Important as it is that additional supplies of 
currency should be forthcoming on ready terms in certain circum- 
stances—e.g., in times of seasonal or emergency need—it is equally 

important at other times, when an undesirable credit or business 
situation is developing, that the conditions should not be easy. In 
general, it may be stated that the easier the conditions (that is, 
in terms of the effect on the reserve percentage) upon which banks 
of issue can furnish additional supplies of scurrency, the greater 
will be their difficulty, especially at times when their reserve ratio 
runs high, of regulating or controlling the volume of credit. It is, 
therefore, of first importance, under any system of reserve bank- 
ing which undertakes to govern credit by primary reference to the 
reserve ratio, that the reserve ratio should fall or rise in quick and 
close reaction to changes in the volume of credit. 

The matter is, in last analysis, largely one of psychology. The 
banker, no less the central banker than the ordinary. commercial 
banker, looks at the reserve ratio as a gauge of the credit situa- 
tion. So does the general community. Why this should be so 
need not here be analyzed. It is sufficient to emphasize the fact, and 
to point to one of its important implications in connection with 
our scheme of Federal reserve banking: A: bank-note currency 
when tt has little of the quality of a fiduciary note is more calcu- 
lated to bring alike to the bankers’ and the community's attention 
the fact and the meaning of credit expansion than when it has 
much of the fiduciary quality. This is a fair deduction from the 
forty years of English banking experience before the war. It is 
also the explanation of British determination since the war not 
to change the character of the Bank of England note as, in effect, 
a gold certificate, although such change has frequently been pro- 
posed in recent years.* 


We are of opinion that the principle of the act of 1844, which has upon 
the whole been fully justified by experience, should be maintained, namely, 
that there should be a fixed fiduciary issue beyond which, subject to emer- 
gency arrangements which we recommend below, notes should only be 
issued in exchange for gold... . We think that the stringent principles of 
the act have often had the effect of preventing dangerous developments and 
the fact that they have had to be temporarily suspended on certain rare and 


* From the report of the British Committee on Currency and Foreign 
Exchange (frequently called the Cunliffe report) reprinted in the Federal 
Reserve Bulletin, December, 1918, pp. 1178-1192. 
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exceptional occasions (and those limited to the earlier years of the act’s | 
operation when experience of working the system was still immature) does 
not, in our opinion, invalidate this conclusion.* 

No doubt it would be possible for the Bank of England, with the help of 
the joint-stock banks, without any legal restriction on the note issue, to 
keep the rate of discount sufficiently high to check loans, keep down prices, 
and stop the demand for further notes. But it is very undesirable to place 
the whole responsibility upon the discretion of the banks, subject as they 
will be to very great pressure in a matter of this kind. If they know that 
they can get notes freely, the temptation to adopt a lax loan policy will be 
very great. In order, therefore, to ensure that this is not done, and the 
gold standard thereby endangered, it is, in our judgment, imperative that the 
issue of fiduciary notes shall be, as soon as practicable, once more limited 
by law, and that the present arrangements under which deposits at the 
Bank of England may be exchanged for legal tender currency without 
affecting the reserve of the banking department shall be terminated at the 
earliest possible moment. Additional demands for legal tender currency 
otherwise than in exchange for gold should be met from the reserves of the 
Bank of England and not by the Treasury, so that the necessary checks 
upon an undue issue may be brought regularly into play. 

Whenever before the war the banks’ reserves were being depleted, the 
rate of discount was raised. This, as we have already explained, by 
reacting upon the rates for money generally, acted as a check which operated 
in two ways. On the one hand, raised money rates tended directly to attract 
gold to this country or to keep gold here that might have left. On the other 
hand, by lessening the demands for loans for business purposes, they tended 
to check expenditures and so to lower prices in this country, with the result 
that imports were discouraged and exports encouraged, and the exchanges 
thereby turned in our favor. Unless this twofold check is kept in working 
order the whole currency system will be imperiled. To maintain the con- 
nection between a gold drain and a rise in the rate of discount is essential.t 


An examination of our own experience during the past three 
years does much to confirm the wisdom and the correctness of the 
conclusion of the Cunliffe report. The machinery and safeguards 
set up in the reserve act as originally enacted also bear evidence of 
wholesome appreciation by the framers of the act of the danger of 
laxity in the administration of credit under a system of elastic note 
issue. The power to issue notes was separated from the power to 
make discounts. The latter was given to the Federal reserve banks, 
subject to certain review by the Federal Reserve Board; the former 
was exclusively vested in the Federal Reserve Board. It was not 


* Federal Reserve Bulletin, December, 1918, p. 1187. 
¥ [bid., pp. 1184-1185. 


t Federal Reserve Bulletin, December, 1918, p. 1183. 
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alone for the safety and protection of the noteholder, but also for 
the protection of the general community against the consequences 
of excessive or ill regulated issues of credit and currency that this 
arrangement was made. It was perceived that the power to regu- 
late the currency carries with it an indirect but considerable power 
to regulate credit ; for power over currency is, in effect, and, within 
limits, power over reserves ; and power over reserves is power over 
credit. Close attention, therefore, should be given by students who 
are interested in the development of methods and practices of re- 
serve banking in the United States to the bearing of currency issue 
and regulation upon credit control. Much more importance, I 
believe, attaches to the function of currency regulation than is 
ordinarily recognized by economists in the United States. By in- 
creasing or diminishing the fiduciary element in the Federal re- 
serve note, or—stating the proposition in terms of gold—by 
diminishing or increasing the gold element in the note, the Federal 
Reserve Board has the power to protect the reserves of the Federal 
reserve banks against, or to expose them to, depletion and thus to 
affect their reserve ratios, and thereby make their ratios more 
faithful economic indicators, both to the banks and to the public, 
of the credit situation and outlook. Regulation of Federal reserve 
note issue, if wisely conceived and competently administered, is 
capable of use as a preventive measure against an undesirable ex- 
pansion of credit in its earlier and more insidious stages by making 
the supplying of currency by reserve banks eat into their reserve 
more rapidly, thereby making their reserve ratio a more trust- 
worthy reliance than it now is as a guide to credit policy. 

The line of reasoning pursued above may seem to overlook or 
run counter to the well-established theory that a truly convertible 
bank note currency, such as is the Federal reserve note, is self- 
regulating, and cannot, except temporarily, be issued in excess. 
Our Federal reserve note is, no doubt, self-regulating in the sense 
that its volume adjusts itself to the volume of circulating deposit 
credit and the level of prices. It is not, however, by this test alone, 
or by this test primarily, that the self-regulating quality of a con- 
vertible currency is to be tested, more especially in view of the 
widespread derangements in the machinery of monetary standards 
and international exchanges which exist at this time and which 
promise to continue for a very considerable period of time. The 
theory that a convertible bank note currency is self-regulating and 


ff 
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supplies its own corrective against over-expansion was 1n the - 
nature of a corollary of the gold standard when the monetary and 
banking practices associated with the gold standard were in effect 
in a considerable number of countries. It was on such assump- 
tions, and under the monetary conditions that existed in Europe 
before the war, that gold reserves * and convertible bank note 
issues of the several leading countries had a very definite and 
important significance as economic and credit regulators, more 
particularly as devices for Settling in operation deterrent or cor- 
rective forces against credit expansion and price inflation. 
The theory of the self-adjusting character of a convertible bank 
note currency undoubtedly has much validity in normal circum- 
stances—in such circumstances as existed prior to 1914. When 
the commercial world,’or a sufficiently large number of the leading 
commercial countries, are operating on a gold basis, and prices in 
these countries are gold prices, the international flow of gold un- 
doubtedly does much to act as a deterrent to excessive credit and 
currency expansion in gold-standard countries. Currency and 
credit expansion, and rising prices, in such circumstances, bring 
about an unfavorable balance of trade, raise the foreign exchanges, 
and set in motion an outflow of gold and a return flow of bank 
notes for redemption in gold to meet the foreign drain. All of this 
may be freely admitted ; but the conditions which the theory of the 
self-controlling character of a convertible bank note currency 
assumes, do not now exist because the conditions requisite to the 
functioning of an effective gold standard do not exist. The theory 
of bank note convertibility as a protection against over-expansion 
therefore breaks down. The larger portion of the commercial 
world is not now on a gold basis, though the United States is. No 
* Looking at the matter of reserves from the economic point of view, the 
adjustment of the volume of a country’s credit and banking currency to what 
is necessary to maintain prices at their proper economic level may be 
described as the most important function of a nation’s banking reserve. The 
gold of the world and the new gold as it comes from the mines is constantly 
in process of distribution and redistribution. It is thus that the international 
price level is maintained or rectified in accordance with underlying conditions 
governing the equation of international demand and supply of the different 
countries. As such, the gold reserve is an economic regulator of the very 
first importance. It is a method of testing the character and volume of a 
country’s credit and currency and so keeping it from getting out of line 
with economic requirements, particularly in relation to world conditions. 


(American Economic Review, Supplement, vol. ix, no. 1, p. 142, article 
entitled “After-War Readjustment: Liberating Gold.”) 
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one country, however important, can, by itself alone and for itself 
alone, maintain an effective gold standard. The monetary history 
of the United States in recent years conclusively establishes this 
proposition. The gold movements involving the United States in 
recent years have been predominantly one way movements. We 
hold a disproportionate part of the world’s stock of monetary gold, 
and are adding to our holdings—a new gold movement of large 
dimension and portentous significance having recently set in.* Con- 
vertibility as a protective device has little meaning in such a situa- 
tion. The self-regulating quality of our’ bank note currency has 
therefore been in abeyance, and has offered, and could offer, no 
protection, or at any rate no adequate protection, against the in- 
sidious process of gold-credit inflation. 

Lacking the agency of two-way gold flows, in proper relation- 


* Between October 15, 1920, and April 15, 1921 (the latest date for which 
figures are available) the Federal reserve banks have increased their gold 
holdings by the amount of $294,778,000. The great bulk of this, aggregating 
$251,608,000, represents accessions since December 10, 1920. This is mainly 
new gold from the South African mines, bought in the London market for 
American account because of the premium on the dollar, and because of the 
further fact that the United States is a free gold market. The increase 
thus occasioned in the reserves of the Federal reserve banks has had a pro- 
nounced effect upon the rise of their reserve ratio. _ 

Between October 15, 1920,-and April 15, 1921, the reserve ratio of the 
twelve banks combined increased 31 per cent, and that of the New York 
Federal Reserve Bank increased 44 per cent, as the tabulation below shows. 
A careful calculation indicates that the 31 per cent increase for the twelve 

banks combined is attributable to the three factors involved in the following 

proportions: Decline in Federal reserve note circulation, 11 per cent; 
decline in deposits, 4 per cent; and increase in reserves, 16 per cent. For 
the New York bank the ratio shows a rise of 44 per cent, distributed as 
follows: Decline in Federal reserve note circulation, 9 per cent; decline in 
deposits, 6 per cent, and increase in reserves 29 per cent. 


Federal Reserve Bank of 


Twelve banks combined New York 
Item 
October 15 April 15 October 15 April 15 

Note liabilities Aes tic Seay $3 ,353,271,000 | $2,868,527 ,000 $875 ,737,000 | $762,173,000 
Deposit liabilities...... 1,915 ,731,000 1,754,943 ,000 764,466,000 680 , 283 ,000 
Deposit and note liabili- 

ties combined....... 5,269,002 ,000 4,623,470,000 |1,640,203,000 |1,442,456,000 
Total feserves.....6.0- »\. 2,154,911,000 2,485 ,077 ,000 607 , 460 ,000 767,474,000 
Reserve ratio......... 40.9 63.0) 37.0 53 52, 
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ship, we must find and set up some other agency, at least so long 
as present abnormal conditions continue, for regulating our cur- 
rency—and that means primarily for determining its volume in 
accordance with changing conditions and requirements—if a good 
credit situation is to be reestablished and maintained in the United 
States, and the likelihood of the repetition of costly alternations of 
feverish activity and painful recession in business is to be reduced, 
or at any rate the violence of such alternations to be mitigated. 
The agency I am proposing for this purpose is the adoption and 
the development by the Federal Reserve System of a currency 
policy and a gold policy designed to operate upon the reserve ratios 
of the several banks so as to make those ratios a better index of 
the credit situation and a better guide to credit policy. 1 use the 
term “credit policy” rather than “discount policy” because the 
former is a broader conception and because the latter implies pretty 
exclusive reliance upon changes of discount rate as the instrument 
of credit control. The maintenance of good credit conditions 
appears to me to make the problem of credit administration one of 
credit regulation rather than one of credit control. Prevention, 
rather than control, should be the objective of a competent credit 
policy in the United States. This is not to say that changes of dis- 
count rate have no place in credit policy. They have, indeed, a very 
important place, but credit policy does not place exclusive reliance 
on rates; because regulation, not control, is its purpose. It aims 
to deal with tendencies or situations in the making, rather than to 
wait their development before acting. While credit policy uses the — 
rate as an instrument, it does not make the rate its only reliance, 
and when it uses the rate, uses it in time so as to prevent the 
necessity of resort to extreme and punitive levels. Having regard 
to the practical and traditional importance of the reserve ratio as 
the conventional credit and banking indicator, credit policy ad- 
ministers currency and gold so as to support its purpose by acting 
on the banking reserve and checking the development of lax loan 
policy tendencies on the part of either reserve banks or member 
banks. Thus are gold policy and currency policy not only com- 
plementary to one another but also inseparable elements in a com- 
prehensive credit policy. 
It would lengthen this paper unduly, even were this the proper 

place and occasion, to describe the modus procendendi which would 
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be necessary in order to give effect to the ideas which have been 
set forth on Federal reserve policy for the future. The discussion 
has concerned itself with matters of experience, with matters of 
theory, and with questions of principle and of policy, rather‘ than 
with a program of action. The revision of our reserve bank 
practice, and the recasting of reserve bank accounting which would 
be necessary under a plan designed to give effect to the principles 
suggested, would not, however, present a difficult problem. 

The main change in the published weekly statement of the 
Federal reserve banks that would be necessary would be to report 
the specific note reserve, held by the Federal reserve agent, and 
the specific deposit reserve, held by the bank. The existing 
practice * of stating the reserve position theoretically in the form 
of a ratio derived from a comparison of total reserves with 
combined note and deposit liabilities should be discontinued, or, if 
continued, be given merely for purposes of theoretical comparison, 
by the Federal Reserve System, and a form of statement should 
be set up which would show the reserves actually held against 
deposits and notes respectively and separately, as the law 
contemplates. . 

The existing gold holdings of the reserve banks should be 
reapportioned between the deposit reserve and the note reserve. 
To the deposit reserve might be allocated an amount of reserve 
money equivalent, say, to 45 per cent ¢ of their deposit liabilities 
as of the date when the new form of accounting would become 


—* The April 15 statement of the twelve Federal reserve banks stated the 
reserve position for the banks combined as follows: 
Ratio of total reserves to deposit and Federal reserve note liabilities combined.. 53.7 per cent 


Ratio of gold reserves to Federal reserve notes in circulation after setting aside 
S5 sper cent.against deposit Habilities . srajs-ccals:ocnsves/s «ls pie le dane vi clea) tiere Wine foe 65.2 per cent 


The actual allocation of reserve moneys on that date showed, however, 
that an amount of gold equal to 52.0 per cent of notes in circulation was 
held by the Federal reserve agent or in the gold redemption fund, and that 
an amount of gold and lawful money equal to 56.5 per cent of their deposits 
was held by, or for account of, the banks. 

+ “Every Federal reserve bank shall maintain reserves in gold or lawful 
money of not less than 35 per centum against its deposits and reserves in 
gold of not less than 40 per centum against its Federal reserve notes in 
actual circulation.” Federal Reserve Act, Section 16. 

+ This would provide a potential basis for an expansion of over 
$500,000,000 of reserve bank credit before the deposit ratio would reach the 
legal minimum of 35 per cent. 
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effective.*. To the note reserve should be allocated all the remain- 
ing reserve, and, as the law, requires, be in the form of gold. f 

The reserve thus allocated to the deposit reserve should be 
regarded as the working reserve of the banking or discount depart- 
ment of the Federal reserve bank. The banks should be expected 
to conduct their discount operations on the basis of this reserve. 
Until conditions justified, the amount of this reserve should not 
be changed. Fresh accessions of gold received by the banking 
department should be transferred to the note reserve by way of 
substitution for other collateral held by the Federal reserve agent, 
or in exchange for Federal reserve notes. Withdrawals of gold 
from Federal reserve banks for foreign shipment should, for the 
present at least, be taken out of the note reserve by the presenta- 
tion of Federal reserve notes for redemption in gold or by the 
substitution of commercial collateral for gold in the security held 
by the Federal reserve agent. The deposit reserve held by the 
banking department would thus be fairly constant in amount; 
the note reserve, on the other hand, would be variable in amount 
fluctuating mainly in accordance with changes in the international 
flow of gold, increasing when an influx was in process and decreas- 
ing when an outflow was in process. 

While the deposit reserve under the arrangement proposed 
above would be constant, the deposit reserve ratio would not be 
constant, but would fluctuate. Any expansion of the loan account 
of the Federal reserve banks would quickly reflect itself in the 
diminution of the reserve ratio below 45 per cent; any diminution 
of their loan account would quickly reflect itself in an increase 
of the reserve ratio above 45 per cent. In brief, fluctuations in 
the reserve ratio would reflect quickly and accurately changes in 
the volume of the reserve banks’ discounts. 

From time to time the situation of the reserve banks as a 
whole, and of the several reserve banks individually, should be 
reviewed in the light of current credit conditions and needs in 
order to determine whether any reapportionment of reserves 


*A reserve of 45 per cent represents the approximate reserve ratio 
against the combined note and deposit liabilities of the twelve banks at the 
beginning of the year 1921, when the gold influx began. 

+ The apportionment above proposed would result, on the basis of the 
April 15 statement, in the shifting of about $200,000,000 of the gold now 
held in the banking department to the Federal reserve agent’s department, . 
and give a reserve ratio against notes of 59.1 per cent. 
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should be made; whether, c.g., any given bank should enlarge its 
deposit reserve at the expense of its note reserve. The modus 
operandi for effecting such enlargement would be for the bank 
in question to substitute commercial paper for gold as the col- 
lateral security pledged with the reserve agent for notes issued to 
the bank, the gold thus released being covered into the deposit 
reserve. So far as the bank’s reserve position was concerned, this 
would be tantamount to the transfer of a certain amount of gold 
from the note reserve to the deposit reserve in order to give the 
bank an enlarged basis of lending. 

As a result, the reserve ratios of the Federal reserve banks 
would have a meaning not now possessed by them. As the bank- 
ing and business community came to be educated to the new 
method of stating the position of the reserve banks, primary 
attention would be paid to the movements of the deposit reserve 
ratio; that ratio would be the immediate gauge of the banking 
and credit situation. As credit expansion was in process, that 
reserve ratio would decline much more rapidly than it now does. 
It would be a faithful indicator of what was going on. It would 
rise only in reaction to a decline in the rate of expansion or as | 
liquidation was in process. Moreover, as the community came 
to appreciate the significance of changes in the deposit ratio, that 
ratio would come to be regarded with heightened interest because 
of the evident bearing, in the logic of reserve banking, of changes 
in the reserve ratio upon credit and discount policy. And thus 
would the problem of credit administration also be simplified and 
its solution be aided by anticipatory action, both on the part of 
the banks and on the part of the borrowing community. 

The note reserve ratio, under the scheme of operation here 
under consideration, would have real significance as indicating the 
extent of the gold cover against Federal reserve notes. Fluc- 
tuations in the note reserve ratio, would indicate the increase or 
decrease of Federal reserve notes outstanding, movements of gold 
into and out of the Federal Reserve System, and reapportion- 
ment of existing gold holdings between the deposit reserve and 
the note reserve. In times like the present, when a heavy flow of 
gold toward our shores is in process, the effect of the proposed 
plan would be to give, or rather to restore, to the Federal reserve 
note more of the character of a gold certificate, which it had in 
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the first years of the system, and to set up, under the guardianship | 
of the Federal Reserve Board, a super-reserve. When gold was 
accumulating * in the hands of the Federal reserve banks, the 
banks would substitute gold for other collateral pledged with the 
Federal reserve agent as security against outstanding issues of 
notes, new issues of Federal reserve notes being made only in 
exchange for gold until conditions arose which justified the issue 
of notes against commercial collateral.f 

Thus would the new accessions of gold brought to us purely 
because of the derangements of international exchanges be kept 
in storage, as a note and super-reserve. There this gold would be 
held against the day when it will, in part, have to be returned to 
Europe in the process of restoring the gold standard there—an 
undertaking in which we, hardly less than Europe, have both an 
interest and an obligation; and in the meantime it would be where 
it could be drawn into the banking or deposit reserve, whenever 
circumstances justified its use to raise or restore the deposit reserve 
ratio at the expense of the note reserve ratio. Thus would these 
ratios attain a significance and value as indicators and guides not 
now possessed by the Federal reserve reserve ratio, and gold 
policy, currency policy, and credit policy become constituent and 
compensating elements in a balanced scheme of Federal reserve 
policy, whose primary purpose should be to promote and maintain 
a healthy condition of business and industry by regulating the flow 


* Similarly, when silver and legal tenders are accumulating, as has recently 
been the case (on April 15 the Federal reserve banks held $198,198,000 of 
silver and legal tender notes, the Federal Reserve Bank of New York holding 
$130,428,000 of this amount), the reserve banks should pay them out in 
supplying the demand of member banks for currency. 

y Supposing the reserve statement for the Federal reserve system were 
revised so as to report the deposit reserve and note reserve separately, the 
following example shows what effect a transfer of $200,000,000 from the 
deposit reserve to the note reserve would have on the respective reserve ratios 
on the basis of the actual allocation of reserves as of April 15, 1921: 


Before transfer of | After transfer of 
$200,000,000 to $200,000,000 to 


note reserve note reserve 

Note reservececc sls veces te creates here acannon $1,493 ,001 ,000 $1, 693 ,001 ,006 

(i.e., gold with Federal reserve agent and in bank’s 

redemption fund) 
Deposit reserves arr. {3.0 Sekt eho tet ee ee ee: See 992,076,000 792,076,000 

(i.e., all other cash reserves) 
Federal reserve notes in circulation...............e.0- 2,868 ,527,000 2,868,527 ,000 
otal deposits:: ti. ceeiiiark pene Cee cee 1,754,943 ,000 1,754,943 ,000 
Ratio: 

Reserve agaist, notegs.. © ise, weeen ae cee oe 52.0 59.0 


« 


GEPOSICS cur. teenie vo ee ree 5o.5 45.1 
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and volume of credit with regard to the trend of business and the 
volume of production. 


QUESTIONS AND EXERCISES 


1. What in general is the policy pursued by Federal reserve banks in regard 
to gold, currency, and credit? 

2. What relationship exists between the gold and currency policy on the one 
hand, and the credit policy on the other? 

3. Is the issue of Federal reserve notes a cause or a result of increased 
business activity? 

4. Outline the policy of the Federal Reserve Board in regard to war 
financing. 

5. What factors make the regulation of credit a complex problem in the 
United States?’ 

6. In what way, if any, should reserve bank practice be changed? 


CHAPTER VIII 
FEDERAL RESERVE POLICY (Continued) 


Tus chapter contains selections from the Federal 
Reserve Board’s summary of its policy for the year 
1923. This was issued about two years after Mr. Miller’s 
analysis of the Federal reserve policy during the World 
War and post-war period. The year 1923 was the first 
year of real business recovery after the crisis of 1920-21. 
A comparison is made between Federal reserve bank and 
open market rates, policy, and operations and the New 
York and’ London money markets. Currency and credit 
relations are analyzed, and some guides to credit policy 
are suggested. The necessity of using discretion during 
the period when the reserve ratio is an impractical guide 
is emphasized —[Ed. Note.] 


by A.—DISCOUNT POLICY * 


The open-market transactions of Federal reserve banks during 
1923, which are later considered in some detail, as well as their 
discount policy, have reflected Federal reserve credit policy. Fur- 
thermore, the experience of several of the reserve banks is 
demonstrating that changes in discount rates need not be in all 
circumstances the main reliance or in any situation the exclusive 
reliance in making the credit policy of the reserve banks effective. 
By maintaining constant, close, and direct contact with the loan 
policies and operations of its member banks, through examina- 
tion or otherwise, a reserve bank can do much by other means 
than changes in discount rates to establish an effective supervision 
and control of the credit released by it to its member banks. 

Discount Policy in 1923. Discount rates in 1923 underwent 
fewer changes than in any other year in the history of the system. 
The only changes in discount rates were at the Federal reserve 
banks of Boston, New York, and San Francisco, where near the 
end of February rates were advanced from 4 per cent to 4%4 ‘per 

* Tenth annual report of the Federal Reserve Board. 
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cent, bringing the rates at these banks to the level prevailing at all 
other reserve banks. 

These advances gained significance from the fact that they were 
the first rate advances in more than two years. At the time there 
had been a considerable increase on a national scale in the demand 
for credit and the existing inequality between discount rates in 
various districts tended to attract an undue proportion of borrow- 
ing to the centers with low rates. The effect of the rate advances 
of the three banks was to bring about a better regional distribu- 
tion of credit and to test the character and soundness of the credit 
demand by having the obligations of borrowers passed upon by 
banks in their own locality. é ‘ 

The attitude of the Federal Reserve System, as expressed in 
these rate changes, was not immediately reflected in any change 
of the volume of bank credit in use. This, however, is not to be 
taken as indicating that the advances of rates, slight as they 
appeared, were without consequence. The influence of the change 
of discount rates by the reserve banks can not be measured by . 
any immediate effect that they might be expected to have on the 
total volume of borrowing at member banks. The credit process | 
which finally gives rise to a granting of credit by a member bank 
has its beginning in the business plans and decisions of the bank’s 
customers. The movement in the volume of credit at any given 
time, and particularly in times of business expansion, has a mo- 
mentum which can not be immediately checked, and while the 
expansion is actively going on the movement tends to gain mo- 
mentum at an increasing rate. The volume of banking credit in 
_use and outstanding, as recorded in the statements of the banks, 
is the outcome of commercial plans and commitments which may 
antedate by many months the extension of credit by the banks. 
Business transactions which are already under way will ordinarily 
be carried through to completion, quite irrespective of changes 
that have supervened in credit conditions and money rates. The 
rise in discount rates is not intended to interrupt or interfere with 
antecedent commitments that are in process of completion but 
rather to induce a more prudent attitude on the part of borrowers 
with regard to new commitments. It requires, therefore, some 
time for a rate change to show its effects in the altered lending 
operations of the banks. 

In the months immediately following the rate advances made 
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in February, 1923, the volume of credit, especially the borrowings - 
for commercial and industrial purposes, continued to increase at 
a rapid rate. Prices, particularly of those commodities which had 
been advancing rapidly for about a year, ceased their rise in May, 
chiefly because the increased volume of production which the rise 
in prices had stimulated was reaching the market and taking effect 
in supplies of goods available for consumption. While consumers’ 
demand was maintained and the volume of trade continued large © 
throughout the year, there was some recession in industrial activity 
in the second half of the year and a decline in the price level 
from the peak reached in May to approximately the level of the 
corresponding months of the previous year. 

The rise of prices during the early months of 1923, which in 
comparison with the price movements experienced under more 
settled business conditions of the years before the war was pro- 
ceeding at a relatively rapid rate, led to expressions of concern 
that the country might once more be entering upon a period of 
credit expansion and gave rise in certain quarters to a demand 
for further discount rate advances. The judgment of the board, 
however; was that the increasing volume of credit was justifying 
itself in the continued increase in the volume of production and 
consumption; the fact that there was little indication of specula- 
tive activity was regarded as sufficient evidence that credit was not 
being put to uneconomic uses. : 

In commenting on the business and credit situation at the time, 
the board said in its review of the month for March that “the 
economic use of credit is to facilitate the production and orderly 
marketing of goods and not to finance the speculative holding of 
excessive stocks of materials and merchandise. So far as the 
available indications go, the increased demand for credit during 
recent months appears to have arisen from the larger financial 
requirements of current production and trade and not from 
speculation in inventories. When production reaches the limits 
imposed by the available supplies of labor, plant capacity, and 
transportation facilities—in fact, whenever the productive energies 
and resources of the country are employed at full capacity—out- 
put cannot be enlarged by an increased use of credit and by 
further increases in prices.” The view of the board at the time 
that the upward movement of prices was not due to an unwar- 
ranted expansion of credit, as tested by the volume of trade and 
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industry, was confirmed by the subsequent course of economic 
events. 

Relation of Discount Rates to Market Rates. Discussions 
have usually addressed themselves to the question of relationship 
that should exist and be maintained between Federal reserve bank 
rates and the rates in the open market and between Federal reserve 
bank rates and prevailing rates charged by member banks to 
their customers for current commercial accommodation. The 

view most widely held in financial and banking circles is that the 
Federal reserve bank rate should move in sympathy with general 
money rates, rising as they rise and falling as they decline. A 
further development of this theory, based upon the leadership 
which it is felt the Federal reserve banks should assume in the 
money market, asserts that when money conditions are tightening 
the Federal reserve bank rates should lead the rise of money 
rates. A still further and more extreme view holds that Federal 


reserve bank rates normally should be above the level of member A 


bank rates. A comparison of money rates in the New York 
market during the year 1923 with the discount rate maintained 


by the Federal Reserve Bank of New York is presented in the: 


following table: 


Federal page ; Prime 
bankers f 
reserve A Treasury |commercial 
discount accep’ |certificates paper, 60 
ances, 90 
rate to 90 days 
days 
1923 
MUIRMAT Vireo cies wie fers: « Sinks actns 4.00 4.00 3.66 4.63 
MOD GUIs. hate ee ee tee 4.00 4.00 3.65 4.63 
INEM) Slag ces ca  Oes R ep CLR ee 4.50 4.00 4.12 4.98 
PAU aM Niele ae criesgs clste ai Magee 4.50 4.125 4.13 Sel 3 
IIa Sicaete eS ISS BS Sera Oe 4.50 4.125 3.95 5.13 
AfEEOE SA LR cat natn tee encanta cae 4.50 4.125 3.84 4.91 
(Gi A cewes Are ec Ses Ae ca 4.50 4.125 3.91 4.94 
PATEEAAS Es aene eating eytle «eld > he 4.50 4.125 3.86: 5.02 
September tevin sisuvae teins ei 4.50 4.125 4.01 5.125 
BICTOMEIE. wucebucyt berets Bier see tios 4.50 4.125 4.22 5.125 
INOViGMIDERS ili os sis oie oo ete 4.50 4.125 3.94. 4.88 
WVecemper ith wes Sake eee 4.50 4.125 3.88 5.10 
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It appears that the Federal reserve bank discount rate of 4/4 
per cent was in excess of the rate on bankers’ acceptances and 
Treasury certificates of short maturity throughout the year and 
below the commercial paper rate. 

The relation in 1923 between Federal reserve bank rates and 
rates charged by member banks in the different districts to their 
customers is indicated by a comparison of the practically uniform 
rate throughout the year at all the Federal reserve banks and the 
rates paid by customers to member banks on paper rediscounted 
with the Federal reserve banks. This comparison is presented 
in the following table: 


pics, Member . 

bank mati 
rate 

rate 
Boston Sass dies owaaeio nae ts oe eee 4.42 5.07 
INNS 0) Ge etna Ph. GraGeot CIN Miaic Ors t ota ticle 4.42 Dene 
Piriladelminiass, ik \ ani teu AC ee 4.50 5.31 
Cleveland a ee sorte c's suc. son hea moe ne Cae 4.50 Sete) 
Richi @iielees ree oo Ges Gee aes bob hee le oo rn 4.50 6.09 
ALIAD CANE eto eset e sce aCe este eee's, sorte here ge NEE 4.50 6.25 
CHICA GaN Mer Teeter snes ose enue a tena 4.50 5.62 
Stir Louise eee eee ore en es Aad See 4.50 5.59 
Minnéapolisaa-na cee. ee LOOT OTTERS Ate OG Ce 4.50 7.93 
Kansas City. scree «sardine toe ere eRe iea le vA ee 4.50 Us: 
Mallaig ies oie etesjientan cis. st ol none REE Eee 4.50 8.41 
Sar Francisco. st. 2 ote Coe eo ee eee 4.44 5.84 
AVerAse fOr allidistricts). |) Setok en eine 4.47 5.48 


The table brings out the fact that the margin between the Fed- 
eral reserve bank rate and member bank rates varies considerably 
from district to district, and that in general the spread is narrow- 
est in those districts where the financial centers are located. The 
differences in the margin reflect in part the differences in the 
costs and risks of member bank lending in various sections of the 
country. These differences between districts also represent the 
wider margin between the Federal reserve bank rate and member 
bank rates in smaller cities as compared with the larger centers. 
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With the Federal reserve bank rate at 4%4 per cent, the rates 
charged to customers in December, 1923, were 5.44 per cent for 
cities of 100,000 population and over, 6.34 per cent for cities 
from 15,000 to 100,000, and 7.54 per cent for cities of less than 
15,000. The diversity in member bank rates, whether considered 
by Federal reserve districts or by size of cities is, therefore, appar- 
ent. It follows that the Federal Reserve Board, in approving the 
maintenance by all Federal reserve banks of rates at a uniform 
level practically throughout the year, was guided by no mechanical 
rule as to the necessity of maintaining a fixed and invariable re- 
lationship between reserve bank rates and member bank customer 
rates. Indeed, the observations of the Federal Reserve Board 
and the experience of the Federal reserve banks make it certain 
that the Federal reserve banks and the Federal Reserve Board 
cannot adequately discharge their function of “fixing rates with 
a view of accommodating commerce and business” by the simple 
expedient of any fixed rule or mechanical principle. 

New York and London Money Markets. Reference has 
already been made to the principle not infrequently advocated 
that the discount rates of the Federal reserve banks must be. 
higher than current rates for commercial accommodation in order 
to be “effective” rates. .This view appears to be based on a loose 
analogy with the London market and with the traditional policy 
of the Bank of England. “Bank rate” in the London market is 
the official minimum rate at which the Bank of England stands 
ready to extend credit on paper of certain well-defined character. 
This rate is normally above the rate at which this class of paper 
is bought and sold in the London money market. It is not, how- 
ever, above the rate charged by the London joint-stock banks on 
loans to their customers, in the form usual for borrowings in Eng- 
land for ordinary commercial and industrial use, that is to say, 
in the form of “overdrafts” and “advances.” 

A comparison of the rate structure of the New York market 
with that of the London market brings out that in the New York 
market the official discount rate of the Federal reserve bank is 
also above the open-market rate on that class of paper, to wit, 
bankers’ acceptances, most nearly comparable to the bills which 
are the principal type of paper in the London market. A com- 
parison further shows that in London, as in New York, the bulk 
of the loans made by commercial banks to their customers are at 
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rates higher than bank rate in London or the Federal reserve 
discount rate in New York. 

English banking practice does not, therefore, establish the in- 
ference that Federal reserve bank discount rates in order to be 
effective must be penalty rates—that is, be higher than the rates 
charged by member banks on customer loans. Little in the way 
of good would result from any attempt to adopt or set this up as 
the regulative principle in the adjustment of reserve bank rates. 

There is an important difference between the relationship sus- 
tained by member banks to their Federal reserve banks and by 
London joint-stock banks to the Bank of England. When mem- 
ber banks lend money to their customers they obtain from them 
promissory notes which are eligible for rediscount with the Fed- 
eral reserve bank. The London joint-stock banks, on the other 
hand, make most of their loans to customers in the form of over- 
drafts or advances which do not result in negotiable instruments 
and therefore cannot be converted into balances at the Bank of 
England. The. temptation which is present under the American 
banking system to rediscount customer paper and relend the pro- 
ceeds because of the profit arising from such rediscount, when 
the Federal reserve bank rate is sufficiently below the customer 
rate to make such a transaction profitable, is not present under 
the English system. . 

That this difference in the respective banking situations of the 
two countries is a fact to be reckoned with in the application of 
the discount policy of the Federal reserve banks is certain, but 
the methods by which it will most appropriately be reckoned with, 
experience is already making it clear, are not to be found prin- 
cipally, if at all, in the establishment and maintenance of reserve 
bank rates at punitive levels. The outlook for Federal reserve 
credit regulation would indeed be unpromising, in view of the 
great disparity of customer rates at member banks in different 
sections of the country, if the reserve banks had no other means 
than discount rates by which to regulate the volume of their 
credit used, and if this discount rate could exert no effective 
influence unless it were a penalty rate. 

The experience of the Federal reserve banks under normal 
conditions of operation has as yet been too brief to make it 
possible to speak comprehensively and definitely concerning the 
proper relation of Federal reserve bank discount rates and mem- 


FEDERAL RESERVE POLICY 243 


ber bark customer rates. This is particularly true because of the 
variety of economic and financial conditions in the United States, 
partially expressed, as has just been pointed out, in the lack of 
uniformity of interest rates in the different sections of the coun- 
try. It will take much further and fuller experience under more 
normal conditions to enable each Federal reserve bank operating 
* in the particular circumstances of its district to work out the most . 
practicable method of relating its rates to competitively determined 
member bank rates within its field of operation. The regional 
organization of the Federal reserve system was recognition of 
the fact that Federal reserve discount rates need not at all times 
and in all circumstances be uniform in the several districts, and 
experience appears to confirm the conclusion that no single and 
uniform method of adjusting discount rates will be found equally 
workable and equally satisfactory in all the districts. 

While it is not, therefore, possible to speak dogmatically on the 
subject of Federal reserve rates and the basis on which they will 
best and most usefully be adjusted in fulfilling the purpose of the 
Federal reserve act, to wit, that of fixing rates “with a view of ac- 
commodating commerce and industry,” it is possible to point to cer- | 
tain considerations derived from the experience of the Federal 
reserve banks which have an important if not a decisive bearing 
upon the problem of regulating the flow and use of Federal 
reserve bank credit by means of the discount rate. Broadly stated, 
an effective Federal reserve discount rate will be one that gives 
effective support to a Federal reserve bank’s credit and discount 
policy. The objective in Federal reserve discount policy is the 
constant exercise of a steadying influence on credit conditions. 

The Federal reserve banks are the country’s supplementary 
reservoir of credit and currency, the source to: which the member 
banks turn when the demands of the business community have 
outrun their own unaided resources. The Federal reserve sup- 
plies the needed additions to credit in times of business expansion , 
and takes up the slack in times of business recession. It is its 
responsibility to regulate the flow of new and additional credit 
from its reservoirs in accordance with solid indications of the | 
economic needs of trade and industry. When production, trade, 
and employment are in good volume and the credit resources of 
* the commercial banks of the country are approximately all em- 
ployed and there are signs neither of speculative business expan- 


244 MONEY, CREDIT AND BANKING PRINCIPLES 


sion nor of business reaction, Federal reserve bank rates should — 
be neither so low as to invite the use of credit for speculative 
purposes nor so high as to discourage its use for meeting 
legitimate productive needs of the business community. It seems 
clear that if business is undergoing a rapid expansion and is in 
danger of developing an unhealthy or speculative boom, it should . 
not be assisted by too easy credit conditions. In such circum- 
stances the creation of additional credit by rediscounting at Fed- 
eral reserve banks should be discouraged by increasing the cost 
of that credit—that is, by raising the discount rate. It seems 
equally obvious that if industry and trade are in process of re- 
covery after a period of reaction, they should be given the sup- 
port and encouragement of cheaper credit by the prompt .estab- 
lishment at the Federal reserve banks of rates that will invite the 
use of Federal reserve credit to facilitate business recovery. The 
reason for variable Federal reserve discount rates is the necessity 
of adjusting rates to these changes in business and credit 
conditions. 

The experience of the Gaderdl reserve banks, notwithstanding 
that the brief period of their active operation on a considerable 
scale has been one of disturbed economic and financial conditions, 
is demonstrating that there is a sufficiently close connection be- 
tween changes in Federal reserve bank rates and changes in rates 
charged their customers by member banks on a sufficiently large 
volume of customer borrowings to make Federal reserve rates 
an important and at times a leading influence in money centers. 
In that sense the Federal reserve bank rate may be said to be 
effective. Its effectiveness and the range of its influence have 
been promoted in no inconsiderable degree in recent years by the 
increasing fluidity of the American credit system—that is, by the 
ease with which credit flows between the larger financial centers 
and the interior of the country. 

Member bank customer rates have shown a tendency to move 
with changes in Federal reserve bank rates. This is particularly 
noticeable in the larger financial centers of the country, for 
reasons that need not be detailed, and when after a considerable 
period of stable rates the Federal reserve bank rate is advanced. 
This is not merely or principally because of the addition made to 
the cost of credit, but because an advance of rates when properly 
timed is taken by the business community as an indication of the 


- FEDERAL RESERVE POLICY 245 


attitude of the Federal reserve system toward the credit situa- 
tion—the relation of the volume of the country’s credit to the 
volume of its production and trade. It is for this reason that the 
leadership of the Federal reserve banks when rates are advancing 
appears from experience to be more promptly recognized than 
when rates are declining. . 


/ 
‘\. B—OPEN-MARKET POLICY AND OPERATIONS * 


The credit policy of the Federal reserve system in 1923 was ex- 
pressed not in its discount policy alone, but also in the open-market 
operations of the Federal reserve banks. The year has witnessed 
a considerable development in the scope, purpose, and method of 
these open-market operations. The results of the year have 
demonstrated that open-market operations, when wisely timed 
and well conceived, are, in a larger measure than has hitherto 
been generally appreciated, capable of giving effective support to 
the discount policy of Federal reserve banks without an accom- 
panying change of rates. 


Discount and Open-market Operations. Two broadly dis-.. 


tinguishable classes of credit operations, that is to say, ways of 
making “discounts, advancements, and accommodations,” are 
recognized and authorized by the Federal Reserve Act. There 
are, first, the so-called rediscount operations, and, second, the 
so-called: open-market operations, these being the terms used by 
the Federal Reserve Act to distinguish the two major classes of 
Federal reserve bank operations. 

An “open-market” operation consists in the purchase or sale in 
the general or open market by a reserve bank of such classes of 
investments as it is authorized by the act to buy and sell. The 
classes of investments specified by the act as appropriate. for 
purchase and sale by the Federal reserve banks in the open market 
are cable transfers, bankers’ acceptances, bills of exchange, 
securities of the United States Government, and certain types of 
obligations of minor political subdivisions. In making purchases 
and sales of these classes of securities the Federal reserve banks 
may deal directly with the public, for the act provides that they 
may purchase and sell “at home or abroad, either from or to 
domestic or foreign banks, firms, corporations, or individuals.” 


* Op. cit. 
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Bya rediscount operation, on the other hand, is meant the redis- 
count by a member bank with a reserve bank of the paper of its 
customers, when that paper conforms to the “eligibility” tests set 
up by the reserve act. There is no open market for customer 
paper or so-called line of credit loans—no market, at least, in | 
the sense in which the term market may be applied to such two- 
name paper as trade bills, bankers’ acceptances, ete. An im- 
portant purpose of the Federal Reserve Act was to improve the 
status of customer paper of eligible character, or, as the Federal 
Reserve Act states in its title, “to afford means of rediscounting 
commercial paper.” ; 

There can be no doubt that the Federal Reserve Act looked 
forward to the development in the United States in the course of . 
time of an open market of considerable extent for dealings in 
short-term bills of the kinds described in Section 14 of the Act, 
and it was expected and desired that operations in the open market 
should be engaged in by the Federal reserve banks from time to 
time much after the manner of the central banks of leading for- 
eign countries by the purchase or sale of securities for the purpose 
of exerting an influence on the state and course of credit. 

A review of the history of the open-market transactions of the 
Federal Reserve System shows that during the first three years 
of their operation the volume of open-market securities held by 
the reserve banks was larger than the volume of their discounts 
for member banks. Easy money conditions during this period, 
the large influx of gold, and the strong reserve position of the 
member banks made it possible for them to finance the great 
growth that was then taking place in the volume of the country’s 
business without borrowing from the Federal reserve banks. The 
reserve banks entered the open market at this time partly to 
secure earnings from the investments from which their operating 
expenses could be defrayed, but largely also for the purpose of 
building up a broader discount market in the United States by 
encouraging the use of bankers’ acceptances and by freely dealing 
in them. : 

After the entry of the United States into the World War the 
increased demand for credit for Government financing resulted 
in a rapid increase in borrowing by member banks at the reserve 
banks. From that time until the end of 1921, when the liquida- 
tion following the crisis of 1920 had pretty well completed its 
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course, the volume of paper held by the Federal reserve banks as 
discounts was much larger than the holdings of open-market in- 
vestments. The volume of such investments was at times con- 
siderable during this period, but, taking the period as a whole, 
the holdings of open-market investments during the five years 
from the time of our entry into the war until the spring of 1922 
constituted a relatively small proportion of the total earning assets 
of the Federal reserve banks. 

Open-market Operations in 1922 and 1923. During the 
years 1922 and 1923 the open-market transactions of Federal 
reserve banks entered upon a new phase. Not only were these 
transactions at times large in their absolute volume as well as in 
their volume relative to the rediscount operations of the banks, 
but they also showed between the beginning and the end of the 
period great fluctuations, both absolutely and relatively. More- 
over, during these two years, in contrast to the earlier period, 
open-market transactions of the Federal reserve banks were 
principally in Government securities. Following the general 
liquidation in 1921 there was a rapid and continued repayment of 
borrowings by member banks. The volume of paper held under 
discount by the Federal reserve banks reached a low level during — 
the first part of the year 1922. Some of the reserve banks, in 
order to assure themselves of sufficient earnings to meet their 
expenses and their dividend requirements, began to purchase con- 
siderable amounts of short-term Treasury securities. By mid- 
year the volume of such securities held by the reserve banks 
reached nearly $600,000,000. The course of these operations, 
entered upon independently by each of the twelve banks, made 
evident the need for a better coordination of the open-market 
operations of the several banks, and in 1922 led to the creation of a 
committee of officers of the reserve banks for the purpose of 
coordinating reserve bank dealings in Government securities, so 
as to prevent possible conflict between their own transactions and 
those which as fiscal agents of the Government they were con- 
ducting for the Treasury. Moreover, and eventually destined to 
be far more important, the character and scale of the open-market 
operations engaged in by the Federal reserve banks during the 
year 1922 and the early part of 1923 showed the need of bringing 
these operations more definitely into line with the general credit 
policy of the system. 
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The part that open-market operations may play in general 
credit policy is influenced by the fact that changes in the volume 
of securities held by the reserve banks have an effect on the 
volume of their discounts for member banks. The purchase of 
securities in the open market by a Federal reserve bank places 
funds in the hands of member banks which these banks may use 
in the repayment of borrowings from the reserve banks; the sale 
of securities, on the other hand, by withdrawing funds from the 
market may lead to additional borrowing from the reserve banks. 
The difference between discount. operations and open-market 
operations is that the initiative in rediscounting lies with the 
member banks, while in the purchase and sale of securities the 
initiative may be taken by the reserve banks. The extent to 
which member banks borrow in order to replace the funds with- 
drawn by the reserve banks through the sale of securities is a 
measure of the demand for reserve bank credit. The sale of 
securities by a reserve bank may thus serve as a test of the 
degree of adjustment between the demand for reserve bank credit 
and the outstanding volume of such credit. 

The changes in the volume of open-market holdings and of 
discounts during 1922 and 1923 and the extent to which these 
changes offset each other in the total volume of earning 
assets are here shown. The volume of open-market holdings _ 
with which the Federal reserve banks entered the year 1923 
amounted to $712,000,000, made up as follows: Government 
securities, $457,000,000; acceptances, $255,000,000. At that 
time the discounts of the Federal Reserve System amounted to 
$628,000,000. The earning assets of the twelve reserve: banks, 
therefore, at the beginning of the year 1923 consisted of discounts 
and open-market investments in approximately equal volume. By 
the end of the year the volume of open-market holdings for the 
twelve banks amounted to $440,000,000 made up of Government 
securities, $104,000,000, and acceptances, $336,000,000. The re- 
duction in the volume of open-market investments was accom- 
panied by a substantially equal increase in the volume of discounts, 
with the result that the total volume of Federal reserve bank credit 
outstanding changed but little. The gradual withdrawal from the 
open market by the reserve banks during the first half of 1923 
placed upon the member banks the responsibility for validating 
the continued use of the existing volume of reserve bank credit 
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and tested the degree of dependence of the credit structure upon 
the volume of Federal reserve bank accommodation outstanding. 
The record shows that member banks met the test by discounting 
in a volume substantially equal to the reduction in open-market 
holdings. There was no material change in the volume of reserve 
bank credit in use. The reduction of open-market holdings. by 
reserve banks, therefore, did not result in the withdrawal of sup- 
port, but in a change in its character. The fact that the reduction 
of the open-market holdings during 1923 was accompanied by an 
increased amount of discounting by member banks in a volume 
approximately equal to the funds withdrawn by the reduction of 
open-market holdings showed that the total volume of reserve 
bank credit outstanding was not in excess of the demand for such 
credit. 
_ The relationship just described between open-market operations, 
discount operations, and the total volume of reserve bank credit 
is based upon the experience of the Federal Reserve System as a 
whole, and is not evident to the same extent in the operations of 
the individual reserve banks. The purchases of Government 
securities in 1922 by reserve banks outside the money centers did 
not result in a corresponding decline in the discounts for their 
member banks, and in the early part of 1923 the security holdings 
of some reserve banks were materially reduced without causing 
a commensurate increase in the borrowings of member banks of 
those districts. The fact that open-market operations of indi- 
vidual reserve banks may not be reflected in changes in the demand 
for credit at these banks, but may influence the credit situation in 
the money centers where the purchases or sales are made, makes 
it evident that open-market policy should be a system policy. 
Open-market Policy in 1923. It was for these and related 
considerations that the Federal Reserve Board in April, 1923, 
took steps to bring about a better coordination of the open-market 
operations of the Federal reserve banks with their discount opera- 
tions and their general credit policy. The necessity of coordinated 
action among the several banks with respect to open-market policy 
and operations was also an important consideration leading to the 
earlier appointment of the committee of reserve bank officers to 
act under the general supervision of the board in handling open- 
market problems and operations. This committee is now the 
agency through which transactions in furtherance of the system’s 
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open-market credit policy are carried out. In view of the influence 
which the open-market operations of any reserve bank in the 
general money market may have on the credit situation, the board 
regarded it as essential that the purchases and sales of securities 
by reserve banks should be made with primary regard to their 
broader consequences and in accordance with the credit policy of 
the system. The following was the principle laid down by the 
board in this matter: ‘“That the time, manner, character, and 
volume of open-market investments purchased by Federal reserve 
banks be governed with primary regard to the accommodation of 
commerce and business and to the effect of such purchases or sales 
on the general credit situation.” 

As the Federal Reserve Act provides that discount rates shall 
be fixed “with a view of accommodating commerce and business,” 
the adoption of this principle by the board has established the 
open-market policy on the same basis as the discount policy. 

The experience of the past year in open-market and discount 
operations of the reserve banks is significant, because it has 
demonstrated that with a constant demand for reserve bank credit 
continuous readjustments in the composition of this credit may 
occur without resulting in an increase in the total volume out- 
standing. That throughout 1923, a year of growing business 
activity and increased credit and currency requirements, there was 
no demand for additional reserve bank credit was due to the 
continued inflow of gold from abroad which furnished to member 
banks the funds needed to finance the enlarged volume of trade 
and industry. 


C.—GOLD AND CREDIT * 


‘Gold Imports and the Federal Reserve Banks. Since the 
Federal reserve banks began operations in November, 1914, over 
two billions of gold have been added to the stock of the United 
States by importation. It is the gold which has been thus received 
from abroad that now constitutes the larger portion of the gold 
reserves of the twelve Federal reserve banks. 

The first billion of this gold came prior to the entry of the 
United States into the World War. Under the policy of gold 

* OP. cit. 
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concentration pursued by the reserve banks during the war, the 
bulk of the gold received during the two years before our entry 
into the war was added to the gold holdings of the reserve banks. 
That concentration formed a part of the general policy of finan- 
cial mobilization and was a most material factor in the success of 
the plan adopted for the financing of the war. During the period 
of our participation in the war gold movements were on a rela- 
tively small scale. 

The second billion of gold has been received during the five 
years since the conclusion of the war. This second billion was 
the net addition to our gold stock after the loss of some $400,000,- 
000 of gold between the removal of the gold embargo in 1919 and 
the autumn of 1920. Net imports of gold during the year 1921 
alone amounted to around two-thirds of a billion dollars. The gold 
reserves of the Federal Reserve System, which stood at $2,063,- 
000,000 at the end of the year 1920, increased to $2,875,000,000 
atthe end of the year 1921, to $3,047,000,000 at the end of the 
year 1922, and to $3,080,000,000 at the end of the year 1923. 

Gold is the tangible and conventional basis of bank lending and 
currency issuing power. The particular effect exerted by an in- 
flux of gold, therefore, depends upon business and credit condi- 
tions and needs at the time when the gold is received. Gold re- 
ceived from abroad in the usual course first finds its way into the 
member banks. So long as it remains in their hands, it does not 
count as part of their legally required reserves. A member bank 
receiving the gold, therefore, deposits it with its reserve bank. If 
this bank has paper under rediscount with its reserve bank at the 
time, the gold may be used to reduce its rediscounts. If it has 
no paper under rediscount the gold adds to its reserve balance 
and to that extent increases its lending power. 

The first billion of gold which, as already noted, came prior to 
the entry of the United States into the World War, by increasing 
the reserves of member banks constituted a banking basis for the 
enormous growth of bank credit and currency which was used to 
finance the production of war materials and other supplies bought 
by European governments in great volume. That was a period 
of business and credit expansion calling for enlarged lending by 
the banks of the country. 

Further expansion of credit and currency was occasioned by the 
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vast expenditures of the Government during the period of our ~ 
participation in the war. The addition of $1,149,000,000 of gold 
to the reserves of the Federal reserve banks after our entry into 
the war formed the basis of an increase in the discount and in- 
vestment operations of the Federal reserve banks from $226,000,- 
000 in April, 1917, to $2,291,000,000 in December, 1918. The 
reserve ratio of the Federal Reserve System, which stood at 84.7 
per cent in April, 1917, when the aggregate reserves of the system _ 
amounted to $963,000,000, fell to 48.8 per cent in December, 1918, 
when the aggregate reserves of the system stood at $2,151,000,000. 

The imports of gold, which took place during the year 1921 and 
which amounted to $667,000,000, came to the United States in 
payment of foreign indebtedness and reached us at a time when 
general loan liquidation which followed the crisis of 1920 was 
under way. This gold was a substantial factor in facilitating 
reduction of borrowings by member banks at the Federal reserve 
banks. As nearly as can be estimated, about one-half of the 
total reduction in the borrowings of member banks during the 
years 1921 and 1922 was effected by the use of the imported 
gold. 

Influence of Gold Imports during 1922 and 1923. The gold 
received in the United States since the middle of 1922 has had 
an effect different from that just noted in 1921 and the first half 
of 1922. This recent influx of gold has taken place after a period 
of liquidation and during a period when business was in process 
of recovery and expansion, and when demand for credit was in- 
creasing member bank loans. .With the turn in credit and cur- 
rency demands arising about the middle of 1922, not as many 
member banks had occasion to use their imported gold to repay 
borrowings at their reserve banks. The gold, therefore, con- 
stituted an addition to their reserve balances and enabled them 
to expand their loans to their customers without the need of 
rediscounting, and also to supply the cash requirements of their 
customers, just as was the case in the two years before our entry 
into the war in 1917. In brief, the gold received during the 
period of liquidation in 1921 and 1922 enabled the member banks 
to recover a considerable degree of the independence of reserve 
bank support which they had lost in the preceding years, while 
the gold received since the middle of 1922 has enabled them to 
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maintain their state of relative independence notwithstanding the 
great intervening growth of credit. 

The increase in credit extended by member banks to their cus- 
tomers which, during the past two years has amounted to over 
$3,000,000,000, has been large enough to absorb the gold received 
during this time and, taking the banking situation in the country 
at large, to require the continued maintenance of the volume of 
reserve bank credit outstanding at the beginning of 1922.. While 
this increase in credit and currency demands was large enough to 
maintain the existing volume of reserve bank credit, it was not so 
large as to result in an additional demand for reserve bank credit. 

* Gold received by a member bank is in ordinary course deposited 
with its reserve bank. Its first effect is to add both to the reserve 
balance of the member banks and to the gold reserves of the 
Federal reserve banks. The reserve bank has no control over the 
use made of its free reserve balance by its member banks. There- 
fore, the use made in the first instance of credit arising from a 
gold import lies with the member bank. When, however, the 
member bank has expanded its operations to the full extent for 
which the gold deposit has furnished the required reserves, or has — 
withdrawn currency in a volume equivalent to this deposit, a 
further use of the additional lending power arising out of the gold 
can be made only by borrowing from the reserve bank. 

The ordinary bank, like any business concern, is organized and 
conducted for profit. Banks seldom carry surplus reserves. 
Their disposition is to make full use of their surplus cash re- 
sources. If these resources are in excess of what is needed to 
meet their customers’ credit requirements, they will put them into 
the general market through the purchase of commercial paper, 
bond investments, or call loans, so as to keep all of their available 
funds in one way or another always fully and profitably em- 
ployed. The reserve banks are in a different position. ‘They are 
the holders of the ultimate and only true banking reserves of the 
country. They are the reserve banks of the country, and as such 
they are charged with large responsibilities for the constant main- 
tenance of a sound credit situation. They must, therefore, be 
conducted with primary regard to the bearing of their operations 
upon credit conditions rather than by the desire to make full use 
of their earning power. Reserve bank credit is properly used 
when in response to the credit and currency requirements of in- 
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dustry and trade. The present large gold holdings of the reserve ~ 
banks not only afford assurance of adequate credit support for 
the growth of productive industry in the United States, but also 
will make it possible for this country to meet any probable future 
demand for gold from abroad that may arise in connection with _ 
the restoration of the international gold standard. It is the part 
- of prudence for the United States and for the Federal reserve 
banks in particular, as the holders of over $3,000,000,000 of gold 
(that is, about three-fourths of the total estimated stock of mone- 
tary gold in the United States), to pursue a course which will 
enable them to part with such portion of this gold as Europe will 
need to reclaim for currency restoration with a minimum of incon- 
venience and disturbance to our internal financial and economic 
situation. 

Gold Standard and Currency Reorganization. The at- 
tempts during the past year at currency stabilization by European 
countries have been steps in the direction of the reintroduction of 
gold as a standard. They have not yet resulted in any considerable 
addition to gold reserves. Though they differ in method and detail, 
European efforts to promote better monetary conditions have 
aimed at the establishment and maintenance of a constant relation- 
ship between the value of local currencies and gold. Thus far 
experiments, which have been on a relatively small scale, have 
made use of the American dollar and other stable currencies as 
the equivalent of gold. In view of the low gold value of the total 
volume of these currencies and the limited use of gold in the settle- 
ment of trade balances, the demand for gold for purposes of re- 
establishing currency stability has not been considerable. 

In international trade gold has retained its conventional position 
as a standard throughout the decade of currency disorganization. 
The necessity of a common basis for calculating the prices of com- 
modities entering into world trade has had the result that through 
mutual adjustments of prices and exchange rates international 
price levels, when expressed in terms of gold, have tended toward 
equalization. In this adjustment the American dollar, not only be- 
cause of its convertibility into gold, but because of its stability and 
because of the trade position of the United States, has become in- 
creasingly the unit of account in international trade. Thus the 
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dollar has become the link between countries on a paper currency 
basis and the gold standard. 

The premium on dollar exchange and the large movement of 
gold to the United States in the postwar period both arose out of 
the large volume of goods exported to foreign countries during 
and since the war. Through shipments of gold to the United 
States foreign countries have been able to meet their unfavorable — 
- merchandise trade balance and to reduce their indebtedness for 
goods bought on credit in earlier years. In spite of the disorgan- 
ized conditions of the exchanges, the volume of trade between the 
United States and other countries has been large, and in the pay- 
ment for goods purchased in the United States the foreign coun- 
tries have used gold, not as before the war chiefly in the settle- 
ment of balances but more as one of the commodities that they 
were able to export to the United States. An added circumstance 
favorable to the shipment of gold to this country has been the com- 
manding role now played by the United States as the world’s most 
important and, practically speaking, only “free” gold market. 

By a free gold market is meant a market in which credits, how- 
soever established, are gold credits; that is to say, credits for which | 
gold can be promptly obtained for foreign shipment and with- 
drawn without obstacle or objection. It is well known that in the 
financial economy of the world previous to: 1914 London was the 
most important of the world’s free gold markets—the one which 
commanded the greatest confidence and the one, therefore, which 
attracted the largest volume of foreign financial accounts and the 
large volume of varied business from every quarter of the world 
which followed in their wake. By virtue of its creditor position 
and its unprecedentedly strong gold position the United States has 
now become the world’s gold center. As such it has assumed the 
high responsibility of so managing the vast gold supply domiciled 
here that it may be available for redistribution by export as 
occasion may arise without producing any untoward or disturbing 
effects in our own domestic, economic, and financial situation. 

The United States now holds an aggregate of about $4,000,000,- 
000 of gold. This is approximately four-tenths of the estimated 
total stock of monetary gold in the world. It is more than double 
the total monetary stock of the United States before the beginning 
of the World War in 1914. The history of the distribution of gold 
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in the past demonstrates that monetary gold under normal condi- ~ 
tions distributes itself at a fairly steady rate among gold-using 
countries in proportion to their ability to command it. It is to be 
expected when conditions are on a more normal basis that a situa- 
tion similar to this will re-establish itself through the redistribution 
of gold. Great and impressive as has been the industrial growth 
of the United States in the past ten years, it cannot be contended 
that it will require a twofold amount of gold to insure the integrity 
and impregnability of the gold standard. It is to be expected and 
desired that some portion of the gold which the tides of disorgan- 
ized trade have brought us in the past ten years will eventually 
return to the countries whence it has come. 

Changes in the gold position of the United States for significant 
dates since the organization of the Federal Reserve System are 
presented in the table. The increase in the gold reserves of the 
Federal reserve banks during the nine years of their operation has 
arisen from net gold imports of over $2,000,000,000, from 
domestic gold production and from a reduction of about $400,- 
000,000 of gold and gold certificates in circulation. The gold with- 
drawn from circulation was replaced by Federal reserve notes, 
largely in pursuance of the policy of concentrating the gold of the 
country in the reserves of the reserve banks. During 1923, how- 
ever, there was an increase in the circulation of gold certificates, so 
that the larger portion of the gold received from abroad during the 
year has been added to circulation rather than to the gold holdings 
of the reserve banks. 


(In millions of dollars) 


Gold 
, Suse = Goldin | reserves of 
Date saees circula- F 
United : ederal 
States ! tion 1 reserve 
banks 
INOW 2 fel OTA eee cocci cee: 1,817 1,338 228 
Apr. 66 1917s re ee Chee as 3,089 1,991 044 
May+28192015,. 2. ean eee 2,664 674 1,953 
DGG, :131199) ioe i EN ee 3,909 670 3,061 
Dee. 1? 1093. oc ane eee 4,210 933 3.116 


1 Figures for the nearest first of the month. 
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D.—CURRENCY AND CREDIT #* 


Currency in 1923. The increased demand for currency during 
1923 was met by the payment of gold certificates into circulation 
and not by the issue of Federal reserve notes. This reflects the 
recent practice of certain reserve banks, particularly New York, 
of supplying the currency requirements of their members by pay- 
ing out gold. For the system as a whole there was during the year 
a decrease in the volume of Federal reserve notes in circulation, 
though the total of money in circulation increased. Changes in 
the total, rather than in the various forms of money in circulation, 
measure the fluctuations in the demand for currency. Federal 

“reserve banks continued to be the source from which currency was 
supplied in a volume responsive to changing requirements and the 
form of money paid out by the reserve banks affected merely the 
composition of the total money in circulation. The table shows the 
volume of different kinds of currency in circulation on January 1, 
1923, and January 1, 1924. 


Amount (in | Percentage dis- 


millions) tribution 
| Kind of money : 

Jan. 1, |} and; | ane 17) Janty 
1923 1924 1923 1924 

Gold and gold certificates............... 732 997 UES yas es | ele” Wt 
Silver and silver certificates.............. 597 696 12.6 14.1 
MartedsstatesimOtes figs. tekiaoeel cscs 286 307 6.0 6.2 
Red era Wr eSeirvie HOLES sia tennarteners yest oxcrenepsuarei 2,373 | 2,224 50.1 44.9 
Federal reserve bank notes.............. 37 14 8 £3 
PN a1OIAl a PAT OLESL Ys ape ore ce, + a. 8 wel oue cnh> 708 713 15.0 14.4 
“NCianlE > ts cere ad Ae A ome “eae 4,733 | 4,951 | 100.0 | 100.0 


The effect of meeting the currency demand by paying gold rather 
than Federal reserve notes into circulation has been to increase the 
proportion of gold in the total circulation to the largest percentage, 
and to decrease the proportion of Federal reserve notes to the 
lowest percentage in five years. 

* Op. cit. 
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While the Federal reserve banks during 1923 continued to func- — 
tion as the source from which the public obtained the currency 
required to transact the larger volume of business, the increased 
use of currency did not result in an increased use of Federal 
reserve bank credit. The reason for this was that the gold received 
from abroad and deposited with the reserve banks furnished mem- 
ber banks with funds to meet the increased currency demand. The 
relation between gold imports and currency demand in 1923 was 
similar to that in 1915 and 1916, which was also a period of gold — 
imports and increasing currency requirements. In those years also 
the inflow of gold from abroad supplied member banks with credit 
in sufficient volume to finance a business expansion with little 
resort to the Federal reserve banks. The experience of 1923 is in 
contrast, however, to that of 1919-20, when there were no net gold 
imports and when business expansion led to heavy borrowing at 
the reserve banks to meet the large and increasing demand for 


" currency. 


Currency Demand and the Reserve Banks. In the experi- 
ence under the reserve system, changes in the demand for currency 
in the absence of gold imports have been the principal factor ac- . 
counting for fluctuations in the total volume of borrowing. Thus 
total earning assets of the reserve banks and Federal reserve note 
circulation followed a parallel course until 1921, when the large 
inflow of gold began. The divergence between assets and notes 
in 1921 was the consequence of the large gold imports which were 
used in the liquidation of borrowings, and the difference of about 
$1,000,000,000 between earning assets and note circulation during 
the past two years measures the extent by which earning assets 
were reduced by the use of gold received from abroad. During 
1922 and 1923 the relative position of earning assets and notes | 
in circulation has remained unchanged, since the gold imported 
during those years was paid in circulation and was sufficient to 
supply the increased demand for currency. It is the coincidence 
of a volume of gold imports in 1923 about equivalent to the in- 
creased demand for currency which chiefly accounts for the 
absence of growth in reserve bank assets, and makes the relation 
between the movement of assets and notes different from the 
experience of earlier years, 

Credit Demand and Currency Demand: Though the increase 
in currency demand in 1923 has not, as in earlier years, been 
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accompanied by a growth of Federal reserve bank credit, it has, 
as at other times, followed upon a growth in member bank credit. 
The larger currency requirements of 1923 were preceded by an 
increase in 1922 of loans and deposits of member banks. This 
is the usual sequence—an increase of deposits being followed by an 
increase of the currency. Ordinarily the first effect of an increase 
in business activity upon the banking position is a growth in loans 
and deposits. In the earlier stages of a period of banking expan- 
sion there is usually a roughly parallel upward movement of the 
loans and deposits of the banks. Later on, however, the situation 
changes. There comes a time when the increase of business ac- 
tivity and the fuller employment of labor and increased payrolls 
call for an increase of actual pocket money to support the increased 
wage disbursements and the increased volume of purchases at re- 
tail. At this stage the rough parallelism between the growth of 
loans and deposits of the banks gives way to a divergent movement 
between these items. Loans may continue to increase, while 
deposits will remain either stationary or show a decline. When the 
point is reached in a forward movement of business where manu- 
facturers and dealers need more currency for payroll and other | 
purposes they draw down their deposits at the banks. What in 
the first instance was the.creation of bank credit in the convenient 
form of a checking account has now become a demand for cash. 
In other words, the customer’s demand for book money (deposits) 
at the bank becomes converted into a demand for pocket money. 
This change is reflected in the altered position of the banks. The 
ratio of loans to deposits rises with an increased demand for 
currency. 

Movements of this character have occurred during the past two 
years. The year 1922 was one of business recuperation calling 
for increased banking accommodation. So far as the banking posi- 
tion was concerned, what was going on in 1922 was reflected in the 
simultaneous growth of member bank loans and deposits. The 
first half of the year 1923 saw the forward movement in business 
quickened to an extraordinary degree. Production in basic indus- 
tries was at an unprecedented rate; there was full employment 
with wage increases in many industries. The stage had been 
reached where bank borrowers were availing themselves of their 
credits to an increasing degree in the form of actual withdrawals 


& 
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of currency. The ratio of loans to deposits was in consequence — 
rising. 

In 1922 deposits of member banks in leading cities increased 
more rapidly than their loans, while in 1923 deposits declined and 
loans continued to increase. Thus the ratio of loans to deposits 
rose during 1923, reflecting the increased demand for currency. 

In days before the establishment of the Federal reserve system, 
the ratio of loans to deposits was commonly used as a trustworthy | 
indicator of the banking position and of the general credit situa- 
tion. This ratio is still frequently appealed to as foreshadowing 
changes in money rates. But it is not commonly recognized that 
the establishment of the Federal reserve system has introduced a 
new factor which has worked a great change in the situation. 
Previous to the establishment of the reserve banks a rise in the 
ratio of loans to deposits was properly regarded as indicating an 
approach to the limits of bank lending power because it indicated 
also the approaching exhaustion of the surplus reserves of the 
banks. It foreshadowed an approaching shortage of cash, and, 
under a currency system lacking elasticity, a period of credit 
stringency. Under the Federal Reserve System, as before, fluctua- 
tions in the ratio of loans to deposits are occasioned by changes in 
the country’s demand for currency. This increased demand, how- 
ever, under present conditions leads to increased borrowing at the 
reserve banks. In the absence of gold imports in sufficient volume 
to meet the currency demand, it will be reflected in larger redis- 
counting at the Federal resérve banks for the purpose of obtaining 
- currency. 

At the reserve banks there is a relationship between the demand 
for credit and for currency similar to that at the member banks. 
An increased demand for currency follows upon an increase in the 
demand for deposit credit at the reserve banks. The first step in 
the sequence which finally leads to an increase in the demand for 
currency takes the form of a demand for reserve bank credit to 
support the larger volume of loans and deposits at member banks. 
Later, as business continues to expand and as customers of member 
banks withdraw a larger proportion of their checking accounts in 
currency, the member bank turns to the reserve bank to obtain the 
additional currency needed to meet the demands of customers, 
and for this purpose discounts the customer’s note or other eligible 
paper. As the member bank’s customer in availing himself of his 
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credit takes currency in increasing proportion, the member bank is 
obliged more nearly to match each dollar of cash withdrawn by its 
customer by a dollar of cash obtained by borrowing at the reserve 
bank. A point is finally reached where the member bank finds it 
necessary to rediscount with the reserve bank a larger proportion 
of the loans it has made to its customers in order to meet their 
currency requirements. It is then that the resources of the reserve 
bank are brought more fully into play and its loans mount rapidly. 
So long as the member bank’s customer required only book money, 
the amount of member bank credit which a dollar of reserve bank 
credit would sustain was on the average in the ratio of about 10 to 
1. But, as the demand for currency increases, this ratio declines 
and eventually reaches a point where a dollar of reserve bank 
credit must be obtained by the member bank for each dollar of 
currency taken from the bank by its customer. It follows that 
there is no constant ratio-which can be safely assumed in estimat- 
ing the extent to which a given amount of reserve bank credit will 
enable member banks to expand their loans. This ratio varies 
according to the stage of business activity and the resulting re- 
quirements for currency. From the point of view of the reserve | 
system the important fact is that member banks must depend in- 
creasingly upon borrowing from the reserve banks as the demand 
for currency increases. 

It thus appears that the chief occasion for extensive changes in 
the volume of rediscounting at Federal reserve banks, taking them 
as a whole, arises out of variations in the demand for currency. 
Federal reserve banks, therefore, from the point of view of the 
chief use made of their credit, may be regarded as currency- 
supplying banks. An increased demand for currency is first felt 
at the counters of the member banks. Since these banks carry 
little or no surplus cash, that is, cash in excess of what they need 
to make their customary day-to-day disbursements, an increase in 
the demands for cash made upon them is promptly passed on to 
Federal reserve banks. The reserve banks are the repositories of 
the country’s surplus cash, and in meeting the demand for cur- 
rency may supply cash either out of their surplus reserves or by 
the creation of new currency through the issue of Federal reserve 
notes. The outflow or return flow of Federal reserve notes or 
other currency at the Federal reserve banks under ordinary condi- 
tions quickly and accurately reflects changes in the country’s need 
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of currency. Both the increase and the decrease in the total volume 
of money in circulation are in response to changes in the currency 
required to transact the country’s business with a given volume of 
trade and production. The Federal reserve note circulation, being 
the elastic element in our currency system, ordinarily expands 
when need for additional circulation arises because of a swell in 
trade and industry, or because of seasonal or emergency demands, 
and as quickly contracts when the need or emergency which has 
occasioned its issue disappears. 

Experience shows that fluctuations in the volume of Federal 
reserve note circulation have been much wider than changes in the 
deposit liabilities of the reserve banks. These two liabilities, notes 
and deposits, constitute the items against which the reserve banks 
must carry reserves. Changes in the reserve position of Federal 
reserve banks, owing to the larger changes in the volume of notes 
than of deposits, have reflected principally increases and decreases 
in note circulation and in gold reserves. It was in 1920, at the 
time of the largest volume of Federal reserve note circulation, that 
the reserve ratio of the system was at its lowest level, and the 
subsequent rise in the combined reserve ratio occurred at a time 
when note circulation was rapidly decreasing. Changes in deposit 
liabilities, on the other hand, have been but a minor influence in 
their effect upon the reserve ratio. Changes in the ratio of total 
. reserves to notes and deposits combined do not distinguish between 
the effect on the reserve position of changes in Federal reserve note 
circulation and in the volume of deposits. The ratio, therefore, 
represents on the liability side an average of two items which have 
widely different ranges of fluctuation, and does not give a clear 
picture of changes in the reserve position of the Federal reserve 
system and of the factors responsible for those changes. 


E.—GUIDES TO CREDIT POLICY * 


It is to the reserve ratio that the public in most countries looks 
to get an indication of changes in the banking position and in the 
credit situation. This habit of looking at the reserve ratio as an 
indicator is particularly prevalent in the United States, because the 
United States is more than any other the country of legally regu- 
lated reserves. However theoretically imperfect any reserve ratio 

* Op. cit, 
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may be as a credit and banking index even in normal circumstances, 
and however defective reserve ratios may have become as a result 
of the suspension of the gold standard in many countries, the 
reserve ratio is nevertheless the one banking index that has unin- 
terruptedly enjoyed the prestige of tradition, and there is little or 
no indication of the displacement of this tradition in the near 
future. The reserve ratio must, therefore, be reckoned with as a 
fact in banking administration. 

In thus recognizing the importance generally attached by the 
business public to changes in the reserve ratio as an index of the 
banking position, the board is not oblivious of, nor indifferent to, 
the fact that central bank practices associated with an effective 
international gold standard are now inoperative and that this 
seriously affects the serviceability of reserve ratios as working 
guides in credit and currency administration. 

The reserve ratio can not be expected to regain its former posi- 
tion of authority until the extraordinary international gold move- 
ments which, in part, have occasioned and in part have resulted 
from the breakdown of the gold standard, have ceased and the flow 
of gold from country to country is again governed by those forces | 
which in more normal and stable conditions determine the balance 
of international payments. The gold standard as a regulatory 
influence can not be effective for one country alone, no matter 
how impregnable its gold position. Gold movements in the years 
before the war were in response to changes in the trade and 
financial position of countries operating on the gold standard, and 
the changes in the reserve ratios of the central banks, which re- 
flected these movements, were therefore indicative of trade move- 
ments and current banking and credit developments. A decline in 
the reserve ratio reflected either a growth in the liabilities arising 
chiefly from domestic business or a loss of reserves owing to an 
unfavorable balance of international payments. Under an effective 
international gold standard the movements of gold among the 
money markets of the world exercised a corrective influence on 
exchange rates, tended to equalize money rates in various coun- 
tries, and to keep domestic price levels in line with the world price 
level. In these circumstances, changes in the reserve ratios of the 
various central banks served as valuable indicators of the changes 
in the credit and trade relation of the countries and were conse- 
quently important guides in the shaping of discount policies. 
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Under the present conditions, with gold embargoes in force in most _ 
foreign countries and the United States practically the only free ~ 
gold market of the world, the movement of gold to this country 
does not reflect the relative position of the money markets nor 
does the movement give rise to corrective influences, working 
through exchanges, money rates, and price levels, which tend to 
reverse the flow. The significance which movements in the reserve 
ratios formerly possessed rested upon the fact that they were the 
visible indicators of the operation of the nicely adjusted mechanism 
of international finance. With this mechanism now inoperative, 
the ratios have lost much of their value as administrative guides. It 
has therefore been necessary for banking administration even in 
those countries that have been most successful in maintaining a 
connection with the gold standard to develop or devise other work- 
ing bases. This has been as true in the United States, where the 
gold standard has been consistently maintained, as in other coun- 
tries where that standard is for the time being inoperative. 

The anomalous situation thus confronting central banking ad- 
ministration in all countries has led to much discussion in the 
United States and elsewhere as to workable substitutes for reserves 
ratios as guides to credit and currency administration. Particular 
prominence has been given in discussions of new proposals to the 
suggestion frequently made that the credit issuing from the 
Federal reserve banks should be regulated with immediate refer- 
ence to the price level, particularly in such manner as to avoid 
fluctuations of general prices. Entirely apart from the difficult 
administrative problems that would arise in connection with the 
adoption of the price index as a guide and entirely apart from the 
serious political difficulties which would attend a system of credit 
administration based on prices, there is no reason for believing 
that the results obtained would be as satisfactory as can be reached 
by other means economically valid and administratively practicable. 
In saying this the board is not unmindful of the abundant evidence 
recent years have given the economic and business disturbances 
occasioned by violent fluctuations of prices. But it must not be 
overlooked that price fluctuations proceed from a great variety 
of causes, most of which lie outside the range of influence of the 
credit system. No credit system could undertake to perform the 


function of regulating credit by reference to prices without failing 
in the endeavor. 
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The price situation and the credit situation are no doubt 
frequently involved in one another, but the ‘interrelationship of 
prices and credit is too complex to admit of any simple statement, 
still less of a formula of invariable application. An oversimplified 
statement of complex problems contributes nothing toward the 
development of an effective administrative procedure. It is the 
view of the Federal Reserve Board that the price situation and the 
credit situation, while sometimes closely related, are nevertheless 
not related to one another as simple cause and effect; they are 
rather both to be regarded as the outcome of common causes that 
work in the economic and business situation. The same conditions 
which predispose to a rise of prices also predispose to an increased 
demand for credit. The demand for credit is conditioned upon the 
business outlook. Credit is created in increasing volume only as the 
community wishes to use more credit—when the opportunity for 
the employment of credit appears more profitable. Sometimes 
borrowers want to borrow more and sometimes they are content 
with less. Sometimes lenders are ready to lend more and at other 
times less. Why this should be so depends on all those multi- 
farious conditions and circumstances that affect the temper of | 
the business community. For the most part these conditions lie 
beyond the radius of action of the Federal reserve banks. When 
the business outlook is inviting business men are apt to adventure 
and new business commitments are made in increasing volume. 
But only later will these commitments be reflected in the possible 
rise of prices and an increase in the volume of credit provided by 
the commercial banks of the country. The Federal reserve banks 
will not to any considerable extent feel the impact of the increased 
- demand for credit until the whole train of antecedent circumstances 
which has occasioned it is well advanced on its course; that is, until 
a forward movement of business, no matter from what impulse it 
is proceeding, has gained momentum. 

Credit administration must be cognizant of what is under. way or 
in process in the movement of business before it is registered in the 
price index. The price index records an accomplished fact. Good 
credit administration in times of active business expansion should 
not encourage or assist the excessive accumulation of forward 
commitments in business and banking which only later on will 
definitely reflect the rate at which they have been taking place in 
‘resulting changes of credit volume and changes of price levels ; and 
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in times of business reaction should discourage enforced liquida- - 
tion of past commitments, which also will only later on reflect the 
rate at which it has been taking place in altered credit volume and > 
price levels. The problem of efficient credit administration is, 
therefore, largely a question of timeliness of action. 

No statistical mechanism alone, however carefully contrived, can 
furnish an adequate guide to administration. Credit is an intensely 
human institution and as such reflects the moods and impulses of 
the community—its hopes, its fears, its expectations. The busi- 
ness and credit situation at any particular time is weighted and 
charged with these invisible factors. They are elusive and can 
not be fitted into any mechanical formula, but the fact that they 
are refractory to methods of the statistical laboratory makes them 
neither nonexistent nor nonimportant. They are factors which 
must always patiently and skillfully be evaluated as best they may 
and dealt with in any banking administration that is animated by a 
desire to secure to the community the results of an efficient credit 
system. In its ultimate analysis credit administration is not a 
matter of mechanical rules, but is and must be a matter of judg- 
ment—of judgment concerning each specific credit situation at the 
particular moment of time when it has arisen or is developing. 

There are among these factors a sufficient number which are 
determinable in their character, and also measurable, to relieve the 
problem of credit administration of much of its indefiniteness, and 
therefore give to it a substantial foundation of ascertainable fact. 
In large part these factors are recognized in the Federal Reserve 
Act. The act, therefore, itself goes far toward indicating standards 
by which the adequacy or inadequacy of the amount of credit pro- 
vided by the Federal reserve banks may be tested. 


The Federal Reserve System is a system of productive credit. 
It is not a system of credit for either investment or speculative 
purposes. Credit in the service of agriculture, industry, and 
trade may be described comprehensively as credit for productive 
use. The exclusion of the use of Federal reserve credit for specu- 
lative and investment purposes and its limitation to agricultural, 
industrial, or commercial purposes thus clearly indicates the nature 
of the tests which are appropriate as guides in the extension of 
Federal reserve credit. They clearly describe the nature or char- 
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acter of the purposes for which such credit and currency may be 
extended... . 

But the problem of credit and currency administration implies 
the use not only of qualitative tests but also of quantitative tests. 
By what means may it be known whether the volume of credit pro- 
vided by the Federal reserve banks is in any given set of circum- 
stances adequate, excessive, or deficient? The problem in good 
administration under the Federal Reserve System is not only that 
of limiting the field of uses of Federal reserve credit to productive 
purposes, but also of limiting the volume of credit within the fieicl 
of its appropriate uses to such amount as may be economically 
justified—that is, justified by a commensurate increase in the 
nation’s aggregate productivity. The board is fully aware of the 
fact that the problem of credit extension involves the question of 
amount or volume as well as the question of kind or character ; 
otherwise stated, involves a quantitative as well as a qualitative de- 
termination. But it is the view of the board that it is not necessary 
to go outside of the Federal Reserve Act to find suitable methods 
of estimating the adjustment of the volume of credit provided by 
the Federal reserve banks to the volume of credit needs. The 
Federal Reserve Act itself suggests the nature of the tests, guides, 
or indicators—whatever they may be called—to be used in gauging 
the need for and the adequacy of Federal reserve credit. The pro- 
visions of the act already quoted indicate that the needs for credit 
which are recognized by the act as appropriate are those derived 
from agriculture, industry, and trade. It is the belief of the board 
that there will be little danger that the credit created and con- 
tributed by the Federal reserve banks will be in excessive volume 
if restricted to productive uses. . 

A characteristic of the good functioning of the economic system 
is to be found in the smooth unobstructed movement of goods 
from the producer through the channels of distribution to their 
several ultimate uses. The characteristic of the good functioning 
of the credit system is to be found in the promptness and in the 
degree with which the flow of credit adapts itself to the orderly 
flow of goods in industry and trade. So long as this flow is not 
interrupted by speculative interference there is little likelihood of 
the abuse of credit supplied by the Federal reserve banks and con- 
sequently little danger of the undue creation of new credit. The 
volume of credit will seldom be at variance with the volume of 
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credit needs as they are reflected in the demands of productive in- ~ 
dustry as long as (1) the volume of trade, production, and employ- 
ment, and (2) the volume of consumption are in equilibrium. 
Credit for short-term operations in agriculture, industry, and 
trade, when these operations are genuinely productive and non- 
speculative in character, that is to say, credit provided for the pur- 
pose of financing the movement of goods through any one of the 
successive stages of production and distribution into consumption, — 
is a productive use of credit. But when the effect of the credit 
used is to impede or delay the forward movement of goods from 
producer to consumer, unless such delay is made necessary by 
some unavoidable cause, e.g., the interruption of transportation 
facilities, credit is not productively used. The withholding of 
goods from sale when there is a market or the accumulation of 
goods for an anticipated rise of price is not a productive use. It 
is the non-productive use of credit that breeds unwarranted in- 
crease in the volume of credit; it also gives rise to. unnecessary 
maladjustment between the volume of production and the volume 
of consumption, and is followed by price and other economic dis- 
turbances. Administratively, therefore, the solution of the eco- 
nomic problem of keeping the volume of credit issuing from the 
Federal reserve banks from becoming either excessive or deficient 
is found in maintaining it in due relation to the volume of credit 
needs as these needs are derived from the operating requirements 
of agriculture, industry, and trade, and the prevention of the uses 
of Federal reserve credit for purposes not warranted by the terms 
or spirit of the Federal Reserve Act. 

There are no automatic devices or detectors for dctermuititte: 
when credit is granted by a Federal reserve bank in response to a 
-rediscount demand, whether the occasion of the rediscount was an x 
extension of credit by the member bank for nonproductive use. 
Paper offered by a member bank when it rediscounts with a 
Federal reserve bank may disclose the purpose for which the loan 
evidenced by that paper was made, but it does not disclose what 
use is to be made of the proceeds of the rediscount. A farmer’s 
note may be offered for rediscount by a member bank when in 
fact the need for rediscounting has arisen because of extensions of 
credit by the member bank for speculative use. Similarly, the note 
of a member bank collateraled by United States Government 
securities may be offered for discount to a Federal reserve bank 
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when in fact the proceeds are to be used in supporting the exten- 
sion of credit for “agricultural, industrial, or commercial pur- 
poses.” Protection of their credit against speculative uses requires 
that the Federal reserve banks should be acquainted with the loan 
policies and credit extensions of their member banks—such ac- 
quaintance as can be obtained by examination of their member 
banks or by other forms of contact with them. In brief, the tech- 
nical administrative problem presented to each reserve bank is that 
of finding the ways and means best suited to the circumstances in 
which it operates of informing itself of when and to what extent 
the extension of credit for speculative uses is the real occasion of 
member bank rediscounting. 


While statistical information concerning production and distribu- 
tion, covering the whole range of business activity from producer 
to consumer, is not complete, it is sufficient to indicate currently 
the rate at which goods are being produced and marketed. In- 
formation of this character, as a result of the growing recognition 
of its value and of the activities in collecting such information both 
by governmental and private agencies, is now available more cur- | 
rently and in more lines of industry and trade than ever before. 
The changes from month-to-month recorded in these figures, when 
brought together and interpreted, indicate the nature and rate of 
readjustments which are constantly taking place in the industrial 
and business situation. The activity of business, as measured by 
these current statistics, is the outcome of the decisions and actions 
of a large number of individual business men. They are, to be sure, 
in form and in substance an account of the immediate past, but 
they also give indications of the conditions affecting the course of 
business in the future. While this information does not make it 
possible to measure or estimate in advance the probable aggregate 
volume of credit needs or to combine into any single formula tlie 
elements of judgment applicable to varying credit situations as they 
arise, it provides basic data needed in banking administration. No 
statistical analysis can ever be a substitute for judgment in matters 
of credit administration, but such analyses of economic conditions 
are indispensable as furnishing the factual basis for credit judg- 
ment and for the development of credit policy. 

In view of the importance of this information in the deter- 
mination of credit policy the board and the Federal reserve banks 
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collect through their statistical organizations, in addition to cur-- 
rent reports on banking and credit conditions, basic economic data 

bearing on changes in the volume of production, trade, and 

employment; and the movement of prices both in the United 

States and abroad. The volume of production in physical units 

indicates the extent of industrial activity and measures the output 

of goods which will subsequently come into the market. Monthly 

data are available for basic industries, and while fluctuations in — 
the volume of production in these industries are wider than those 
in the total for all industries, the data are sufficiently representa- 
tive to indicate at any given time the direction and trend. of 
industrial activity. Changes in the volume of employment at 
industrial establishments, figures for which are available for a 
larger number of industries, not only reflect the degree of current 
productive activity and thus supplement the figures on production, 
but because of their bearing on the earnings of workers, also 
indicate changes in the purchasing power of a large body of 
consumers. It is the buying power of consumers which primarily 
determines the demand for goods and the rate at which current 
production can be maintained. The movement of goods into the 
hands of final purchasers is measured by the volume of retail 
buying, which for many lines of trade throughout the country is 
reported monthly. The rate at which goods are moving through 
the intermediate channels of distribution is reflected in the volume 
of wholesale trade and of the shipments of merchandise. - A 
smooth distribution of goods requires that stocks of raw materials 
and merchandise shall be held at different points in the marketing 
process, and the extent to which the marketing is orderly—that is, 
without undue accumulation or exhaustion of stocks—is shown in 
the changes in the volume of stocks held by producers and 
distributors. . . 

The circumstances which have unavoidably led central banking 
administrations in all countries to exercise a more direct judgment 
concerning credit conditions and needs than was necessary in 
periods when the gold standard functioned as an effective regu- 
lator of international trade and financial movements have been 
discussed earlier in this report. Under the conditions: that. for- 
merly obtained, action of a central bank was: largely» determined 
by forces that were registered in changes in its reserve position. 
No test so simple, so definite, so easily understood, and so prac- 
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ticable has been found, nor is likely to be found, as the old reserve 
ratio. The banking and business community in pre-war days, 
looking at the position of the central bank—that is, the state of its 
reserve and the position of its reserve ratio—could see for itself 
what the state of credit was and what course of action was 
indicated. The business community could, therefore, closely ap- 
proximate both the kind of action and the time of action to be 
taken by central banking authorities. In circumstances which 
made necessary the protection of their gold reserves, little scope 
was left for the exercise of large discretion. Under present con- 
ditions, however, and until the restoration in some form of the 
international gold standard, discretion must inevitably play a larger 
role in central banking administration than in pre-war days when 
more reliance could be placed on changes in the reserve ratio. 
There .is much evidence that this altered situation in which the 
banking community finds iself is being more fully understood by 
the general business and borrowing public, and that a more intel- 
ligent comprehension of present day credit problems is resulting. 


QUESTIONS AND EXERCISES 


1. Contrast carefully the operations of the New York and London money 
markets. 

2. What should be the attitude of a reserve bank toward the expansion and 
contraction of credit? 

. Distinguish between a rediscount and an open market operation. 

. Will increased gold reserves necessarily lead to credit extension? 

. Does the demand for credit affect the demand for currency? 

. What are the guides to credit policy? 


Nm Bw 


CHAPTER 1X 
REDISCOUNTS FOR MEMBER BANKS * 


FEDERAL reserve banks discount for member banks. 
The Federal Reserve Act outlines the general character- 
istics of eligible paper. The Federal Reserve Board ex-. 
plains and interprets the provisions of the law, but the 
handling of each individual case is left to the reserve 
‘bank. Discount rates are determined by the board of 
directors of each reserve bank subject to the approval of 
the Federal Reserve Board. A reserve bank may control 
borrowing through the discount rate, or by exercising its 
judgment as to a loan. Federal reserve banks cannot 
properly be treated like central banks of other countries 
because foreign central banks have different environ- 
ments and foreign banking systems are composed of few 
large banks with many branches. In the United States 
there are theoretically about 30,000 unit banks. Upon 
this system branch banking has developed most exten- 
sively on the Pacific coast, branch office banking in the 
East, and chain banking all over the country but most ex- 
tensively in the Middle West. Under these diverse con- 
ditions the unifying policy of the Federal Reserve Board 
is essential—[Ed. Note. ] 


Under the Federal Reserve System member banks are required 
to maintain reserves, consisting solely of realized balances, with 
Federal reserve banks instead of reserves under the old system, 
which in case of central reserve city banks consisted wholly of 
lawful money in their own vaults, and in case of other banks, 
wholly of lawful money on hand, or partly of lawful money on 
hand and partly of balances with approved reserve agents. Also 
under the Federal Reserve System member banks are not expected 
to draw upon reserves consisting of required deposits with Federal 
reserve banks, though they are allowed to do so upon the payment 
of penalties fixed by the Federal Reserve Board. At the same 
time the process of rediscounting with the Federal reserve bank 

* Federal Reserve Bank of Richmond (Letter No. 9, Noy., 1922). 
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under the new system is in some respects equivalent to the direct 
use of all or a part of the reserve under the old system. 

Sources of Legal Authority. According to the title of the 
Federal Reserve Act, one of the declared purposes of the estab- 
lishment of Federal reserve banks is “to afford means of redis- 
counting commercial paper,” and considerable portions of several 
sections of the Act are devoted to this subject. The Act does not 
undertake to fix definitely the scope and limitations of the redis- 
count privilege conferred upon member banks by the Act, nor 
does it undertake to define in exact terms the paper eligible for 
rediscount. It does, however, lay down broad, general principles, 
which it provides shall be more carefully defined and elaborated 
by regulations ofthe Federal Reserve Board. 


The Right to Rediscount Because of Membership. Under 
the old system, a national bank could select its correspondents 
and (to the extent provided by law) its reserve agents subject to 
the approval of the Comptroller of the Currency, but the arrange- 
ments between the bank and its correspondents with respect to 
both deposits and loans or rediscounts was a matter of mutual — 
consent. That is to say, no national bank was required to carry 
an account with any other national bank, and no national bank 
was required to accept the account of another national bank. 
Moreover, one national bank could accept the deposit account of 
another national bank without any legal obligation to extend ac- 
commodations in the shape of loans or rediscounts. Under the 
Federal Reserve System, however, the reserve agent of each 
national bank must be the Federal reserve bank of the district in 
which it is located, and the member bank has a right to apply to 
the Federal reserve bank for such loans and advancements as it 
may need and as may be safely and reasonably made, with due 
regard to similar claims of other member banks. 

Rediscount Privileges and Eligibility Requirements. In 
Section 13 of the Act we find the subject of rediscounts by 
member banks most fully dealt with as follows: 

Upon the indorsement of any of its member banks, which shall be deemed 
a waiver of demand, notice and protest by such bank as to its own indorse- 
ment exclusively, any Federal reserve bank may discount notes, drafts, and 
bills of exchange arising out of actual commercial transactions; that: is, 


notes, drafts, and bills of exchange issued or drawn for agricultural, indus- 
trial, or commercial purposes, or the proceeds of which have been used, or 
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are to be used, for such purposes, the Federal Reserve Board to have the 
right to determine or define the character of the paper thus eligible for 
discount, within the meaning of this Act. Nothing in this Act contained 
shall be construed to prohibit such notes, drafts, and bills of exchange, 
secured by staple agricultural products, or other goods, wares, or merchan- 
dise from being eligible for such discount; but such definition shall not 
include notes, drafts, or bills covering merely investments or issued or 
drawn for the purpose of carrying or trading in stocks, bonds, or other 
investment securities, except bonds and notes of the Government of the 
United States. Notes, drafts, and bills admitted to discount under the terms 
of this paragraph must have a maturity at the time of discount of not more 
than ninety days, exclusive of days of grace: Provided, That notes, drafts, 
and bills drawn or issued for agricultural purposes or based on live stock 
and having a maturity not exceeding six months, exclusive of days of grace, 
may be discounted in an amount to be limited to a percentage of the assets 
of the Federal reserve bank, to Pe ascertained and fixed by the Federal 
Reserve Board. 

The aggregate of such notes, drafts, and bills bearing the signature or 
indorsement of any one borrower, whether a person, company, firm or 
corporation, rediscounted for any one bank shall at no time exceed ten per 
centum of the unimpaired capital and surplus of said bank; but this restric- 
tion shall not apply to the discount of bills of exchange drawn in good faith 
against actually existing values. 

Any Federal reserve bank may discount acceptances of the kinds herein- 
after described, which have a maturity at the time of discount of not more 
than three months’ sight, exclusive of days of grace, and which are indorsed 
by at-least one member bank. 


As will be apparent to the student, the provisions which have 
already been quoted from ‘Section 13 deal with several different 
matters: (1) The character of paper eligible for rediscount; (2) 
the character of paper expressly declared ineligible by the Act; 
(3) time limits as applied to eligible paper; (4) certain limitations 
with respect to the total amount of paper of particular kinds that 
may be-rediscounted by Federal reserve banks. For the sake of 
clearness, we will deal with these questions separately. 


1G The Federal Reserve Board, exercising its statutory right to define 
the character of a note, draft, or bill of exchange eligible for rediscount at 
a Federal reserve bank, has determined that— 

(a) It must be a note, draft, or bill of exchange which has been issued 
or drawn, or the proceeds of which have been used or are to be used in the 
_ first instance, in producing, purchasing, carrying, or marketing goods in one 
or more of the steps of the process of production, manufacture, or distri- 
bution, or for the purpose of carrying or trading in bonds or notes of the 
United States. 


(b) It must not be a note, draft, or bill of exchange the proceeds of 
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which have been used or are to be used for permanent or fixed investments 
of any kind, such as land, buildings, or machinery, or for any other capital 
purpose. 

(c) It must not be a note, draft, or bill of exchange the proceeds of 
which have been used or are to be used for investments of a purely specula- 
tive character or for the purpose of lending to some other borrower. 

(d) It may be secured by the pledge of goods or collateral of any nature, 
including paper, which is ineligible for rediscount, provided it (the note, 
draft, or bill of exchange) is otherwise eligible. 


Responsibilities of Reserve Banks in Connection with Re- 
discounts. Although the eligibility of paper offered to a Federal 
reserve bank is determined by the provisions of the Act and the 
regulations of the Federal Reserve Board, made under the author- 
ity of the Act, the actual determination of the eligibility of paper 
offered is left to the Federal reserve bank. In other words, while 
the Board in its regulations expands and interprets the provisions 
of the Act and lays down the principles for determining eligibility, 
the actual determination of eligibility in any particular case is done 
by the Federal reserve bank, in accordance, of course, with the 
law and the regulations. Moreover, eligibility is not the only 
matter to be determined. 

As will be seen from the provision of Section 4, quoted above, 
in conferring upon member banks the privilege of rediscounting 
with the Federal reserve bank, the directors of the Federal reserve 

_bank have not only been required to extend discounts, advance- 
ments, and accommodations to member banks but they have also 
been required to limit such accommodation to those that can be 
safely and reasonably made, with due regard for the claims and 
demands of other member banks. It is, therefore, the duty of 
directors (acting through officers, properly appointed and empow- 
ered) to pass upon the desirability of each application offered for 
rediscount, to determine the reasonableness of each application, 
considering, of course, the total amount already under discount 
for the applying bank and having regard at the same time for the 
possible claims and demands of other member banks. Under no 
circumstances does the Federal Reserve Board require a Federal 
reserve bank to discount any particular note for a member bank; 
neither does the Board in any case determine the total amount 
which any member bank is entitled to have under rediscount, or 
the total amount of paper issued by any person, firm, or corpora- 
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tion which it is desirable for the Federal reserve bank to hold at 
any one time. 

From time to time, special cases have been submitted to the 
Federal Reserve Board by the Federal reserve banks for the 
purpose of obtaining the opinion of the Board as to the eligibility 
of certain paper under given circumstances. Even in those cases 
in which the board has decided that the paper is eligible for redis- 
count, the decision of the board is not binding upon Federal - 
reserve banks as to the acceptance of the offering. Such accept- 
ance, in so far as it involves a credit risk or the desirability of the 
paper as an investment, is left to the discretion of the officers and 
directors of the Federal reserve banks. Indeed, in every such 
case, the board merely undertakes to settle the principles of 
eligibility involved, and for sometime past the board has discour- 
aged reference to it of any question involving the eligibility of 
the paper of any person, firm, or corporation except through the 
Federal reserve banks, and then solely for the purpose of deter- 
mining the principles of eligibility involved in the case. 

Applications for Rediscount. In order to enable the officers 
of the Federal reserve bank to determine not only the eligibility 
but the desirability of paper offered for rediscount, each member 
bank is required in offering paper to list it on a rediscount appli- 
cation sheet, which is designed to set forth in the clearest manner 
possible and with the least possible trouble to the member bank 
the information needed by the Federal reserve bank to determine 
the eligibility and acceptability of the paper. The following is a 
brief description of the rediscount application sheet used by the 
Federal Reserve Bank of Richmond: 

At the head of the sheet is the formal application for rediscount, 
to be signed by the president or cashier (or other authorized 
officer) of the member bank: 


The - hg ie niente tea banks of Meaatatna sit cca’ offers herewith for 
rediscount the notes and bills listed below, duly endorsed by it. 


Information relating to the condition of this bank on this date is given 
on this sheet. 

I hereby certify that, to the best of my knowledge and belief, the paper 
herewith submitted was issued for one of the purposes mentioned in para- 
graphs I and II of Regulation A, Series 1922, of the Federal Reserve 
Board (quoted on the reverse side of this sheet), and that it conforms to 
said regulation and to Sections 9 and 13 of the Federal Reserve Act; and 
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(if the applicant is a State bank member) the certificate required by Section 
9 is hereby made. 

The paper submitted is depositor’s paper, or purchased paper, as is 
indicated on the sheet below. 

When statements are on file, the letter “S” is used. 


At the top of the sheet on the other side is a statement of the 
applying bank, furnishing such information as the capital, sur- 
plus, undivided profits, liability for outstanding bankers’ accept- 
ances, loans to other banks (member and non-member), bills 
payable to other banks, rediscounted paper with other banks, and 
rediscounts held by the Federal reserve bank for the applying 
bank. 

In listing the paper, the following facts are plainly shown in 
appropriate columns: maturity; maker or acceptor; address or 
place of business; nature of: business; estimated worth of maker 
or acceptor ; endorsers or collateral ; estimated worth of endorsers; 
for whom discounted or from. whom purchased; total amount 
loaned to borrower (whether rediscounted or purchased) ; discount 
rate to borrower; whether applying bank holds statement of bor- 
rower ; amount of each item. 

Only the front of the sheet is used for listing items offered for 
rediscount. On the back, in sixteen numbered paragraphs, com- 
plete directions are briefly given for determining eligibility of 
paper, and suggestions and explanations are made to enable a 
member bank to make out rediscount applications fully and 
intelligently. 

At first it might appear that the requirements to list paper in 
the manner indicated and to furnish information with reference 
to each piece offered for rediscount would impose a severe burden 
upon the member bank. It should be remembered, however, that 
the duty of determining the eligibility of each piece of paper, and 
the duty of passing upon the credit risk in each case and deter- 
mining whether the loan can be safely made, is imposed upon the 
officers of the Federal reserve bank by whom the paper is exam- 
ined. It is not an uncommon thing during the busy season for 
a Federal reserve bank to receive as many as 100 applications in 
a single day. Each application embraces from one to one hundred 
or more separate items and all applications must be acted upon 
with promptness. Moreover, no information is asked except such 
as should be in the possession of the applying bank when the 
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application is made, and a little practice on the part of the officer 
whose duty it is to make out the application will enable him to 
prepare it completely and correctly in a reasonably short space of 
time. If all the information is correctly given, the officers of the 
Federal reserve bank are enabled to pass promptly and intelli- 
gently upon the application, without further correspondence with 
the applying bank; and correspondence over items offered for 
rediscount could easily involve delays in passing the proceeds to 
the credit of the applying bank which might seriously embarrass 
. the bank. 

Section III of Regulation A requires that “All applications for 
the rediscount of notes, drafts, or bills of exchange must contain 
a certificate of the member bank, in form to be prescribed by the 
Federal reserve bank, that, to the best of its knowledge and belief : 
such notes, drafts, or bills of exchange have been issued for one 
or more of the purposes mentioned in II (a), and, in the case of 
a member state bank or trust company, all applications must 
contain a certificate or guaranty to the effect that the borrower is 
not liable, and will not be permitted to become liable during the 
time his paper is held by the Federal reserve bank, to such bank 
or trust company for borrowed money in an amount greater than 
that specified in I above.’ As will be seen, the certificate quoted 
from the application form used by the Federal Reserve Bank of 
Richmond is in exact accordance with this requirement of the 
Board’s regulation. 

Section IV of Regulation A reads as follows: 


(a) Derinition. A promissory note, within the meaning of this regu- 
lation, is defined as an unconditional promise, in writing, signed by the 
maker, to pay, in the United States, at a fixed or determinable future time, 
a sum certain in dollars to order or to bearer. 


(b) Evipence or Exicrpiniry AND REQUIREMENT OF STATEMENTS. A 
Federal reserve bank must be satisfied by reference to the note or otherwise 
that it is eligible for rediscount. The member bank shall certify in its 
application whether the note offered for rediscount has been discounted for 
a depositor other than a bank or for a non-depositor and, if discounted for 
a bank, whether for a memiber or a non-member bank. The member bank 


must also certify whether a financial statement of the borrower is on file 
with it. 


A recent financial statement of. the borrower must be on file with the 
member bank in all cases, except with respect to any note discounted by a 
member bank for a depositor other than a bank or another member bank if— 
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(1) It is secured by a warehouse, terminal, or other similar receipt 
coyering goods in storage, or by bonds or notes of the United 
States; or 


(2) The aggregate of obligations of the borrowers rediscounted and 
offered for rediscount at the Federal reserve bank by the member 
bank is less than a sum equal to 10 per cent. of the paid in 
capital of the member bank and is less than $5,000. 


The Federal reserve bank shall use its discretion in taking the steps 
necessary to satisfy itself as to eligibility. Compliance of a note with 
Section II (b) may be evidenced by a statement of the borrower showing 
a reasonable excess of quick assets over current liabilities. A Federal 
reserve bank may, in all cases, require the financial statement of the 
borrower to be filed with it. 


_ Eligibility and Desirability. It will be remembered that the 
‘officers of the Federal reserve bank whose duty it is to pass upon 
the application of the member bank have, in each case, at least 
two questions to decide, and in many cases several additional 
questions: (1) (with respect to each piece of paper offered) 
Is the paper eligible under the law and the regulations of the 
Board? (2) Is the obligation good and presumably collectable 
at maturity? (3) What amount, if any, of that particular bor- 
rower’s paper is held by. the Federal reserve bank under redis- 
count for the applying bank, or for some other member bank, 
and is the total amount including what is now offered greater 
than the Federal reserve bank feels justified in holding at any 
one time? (4): Is the applying bank entitled to the accommoda- 
tion applied for in addition to what it already has? (5) If the 
line of the applying bank is already full, do circumstances and . 
conditions warrant the member bank in asking for an increase 
and the Federal reserve bank in allowing an increase? (6) 
Can the increase be granted with due regard to the claims and 
demands of other member banks? 

It is imperative in every case that the first question shall 
be answered in the affirmative. No matter what the strength 
and standing of the applying bank may be, no matter whether 
it has already received accommodation or not, regardless of the 
standing and worth of the makers and endorsers of the paper 
under consideration or of the value of any collateral which 
may be pledged to secure its payment, if the obligation itself 
does not belong to one of the classes declared eligible by the 
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Act and the regulations of the board, it cannot be accepted for 
rediscount. It will be perfectly clear, therefore, that the question 

of eligibility is an exceedingly important question and one which 

must be considered without reference to the desirability of the 

paper offered. If this first question is answered in the negative, 

none of the subsequent questions will arise with reference to that 

particular item. 

Assuming that the item is accepted as eligible, we must next _ 
consider its desirability as an investment for the Federal reserve 
bank, and the answer to this question is usually determined by 
reference to the paper itself, without consideration of the endorse- 
ment of the applying member bank. As we have already pointed 
out, member banks have a right to expect rediscount accommo- 
dations from their Federal reserve bank, and the Federal reserve 
bank is under moral as well as legal obligation to deal fairly 
with the member bank. On the other hand, in granting a loan 
to a member bank, the Federal reserve bank may be lending 
the reserve of other member banks (it is always doing so when 
the rediscount line of the applying bank is greater than the 
amount of its reserve deposits and contribution to the capital of . 
the Federal reserve bank), and has not only the right but the — 
duty to require absolutely satisfactory security for repayment. 
In addition to this, it should be remembered that all the paper 
rediscounted for member banks may be lodged with the Federal 
reserve agent as security for Federal reserve notes issued through 
Federal reserve banks. It is needless to say that such collateral 
should be as liquid as possible and above suspicion in character. 

With reference to the question of eligibility and also with 
reference to the question of desirability, the applying member 
bank on its application sheet will have given the business of the 
borrower, its estimate of the worth of the borrower and of the 
endorsers or collateral, if any; it will also have certified that, 
to the best of its knowledge and belief, the paper belongs to one 
of the classes declared eligible by the law and the regulations of 
the board. But it is not sufficient for the Federal reserve bank 
to rely entirely on this information and these expressions of opin- 
ion, particularly if the amount is considerable and there are other 
means by which more direct evidence can be presented from which 


the officers of the Federal reserve bank can draw their own con- 
clusions. 
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Borrower’s Statements. Section IV of Regulation A, quoted 
above, provides that member banks shall have on file borrower’s 
statements with reference to paper offered for rediscount, and 
that a Federal reserve bank may, in all cases, require that the 
financial statement of the borrower be filed with it. The Federal 
Reserve Bank of Richmond requires that originals or certified 
copies of borrower’s statements must be filed with it upon the 
acceptance of paper offered for rediscount in any case in which 
the offering bank is lending to the borrower as much as $5,000 
or as much as 10 per cent of the paid-in capital of the member 
bank if such capital is less than $50,000. In other words, if 
the capital (and this does not include surplus) of the applying 
member bank is $25,000, it must file with the Federal reserve bank 
a statement (either original or a certified copy) in every case 
in which it is lending the borrower as much as $2,500, as a con- 
dition precedent to the acceptance for rediscount of that bor- 
rower’s paper. There are a considerable number of cases in 
which for special reasons statements are required in connection 
with smaller loans. 

An analysis of a borrower’s statement will frequently enable 
the Federal reserve bank to pass upon the eligibility as well as 
the desirability of the borrower’s paper. In its last analysis, 
the question of eligibility depends upon the use to which the 
borrower has put or will put the proceeds of the note, draft, or 
bill in question. As a practical matter, it would be difficult even 
for the borrower himself (to say nothing of the member bank 
or the Federal reserve bank) to say exactly what use had been 
made or would be made of every dollar of the proceeds of a 
given note or bill of exchange. Therefore as a practical means 
of settling this question, the board has very wisely ruled that 
“Compliance of a note with Section II (b) may be evidenced by 
the statement of the borrower showing a reasonable excess of 
quick assets over current liabilities.” 

If we know the business of the borrower and have before us 
a complete statement of his assets and liabilities, it is frequently 
an easy matter to determine for what purpose he is borrowing. 
If he is a merchant and an analysis shows that all, or practically 
all, of his assets are those which a merchant would reasonably 
be expected to carry, and his liabilities are the reasonable liabili- 
ties of a merchant in his line of business, and particularly if his 
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current liabilities bear a satisfactory relation to his quick assets, — 
it is safe to assume that he is borrowing for the purpose of the 
ordinary, orderly conduct of his business. In the case of a 
farmer, if the total amount of his borrowings bears such a rela- 
tion to the size and value of his farm and farming equipment as 
to warrant the assumption that he is borrowing for seasonal 
operations, the paper representing such borrowing is eligible for 
rediscount. 

At the same time that the question of eligibility is determined 
from the borrower’s statement, the question of desirability is 
also considered and is frequently determinable from the same 
evidence. It should be remembered, however, that in any case, 
the Federal reserve bank is not only at liberty to make further 
inquiries or to use any other information which it may have in. 
its possession, but it is expected to do so whenever it is necessary 
or desirable to go further. 

Additional Credit Information. Assuming that questions one 
and two have been answered in the affirmative, the answers to 
the remaining questions are obtained from the records of the 
Federal reserve bank and the information given by the member 
bank on its application sheet, especially with respect to its bor- 
rowings through other channels. When the day’s offerings are 
considered by the Discount committee of the Federal reserve 
bank, the committee is furnished by the credit department of the 
bank with a considerable amount of information with respect 
to each member bank applying for rediscount. This information 
always consists of the following’ items and occasionally some 
others: The capital and surplus of the applying bank; the amount 
already under rediscount; the basic line of the applying bank 
(explained in a previous letter); the amount maturing on the 
day the application is considered; the date and amount of the 
previous high and low points in the rediscount line (this last 
with particular reference to the banks disposed to borrow con- 
tinuously or excessively). 

In the case of banks that have shown a tendency to borrow 
excessively or for various reasons have been in an extended 
condition, it is frequently necessary for the officers of Federal - 
reserve banks to have interviews with the officers of the member 
banks, or to correspond with them, with respect to credit condi- 
tions in the neighborhood of the member banks and the reasons 
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for granting unusual lines of credit. The credit department of 
the Federal reserve bank makes a digest of. such correspondence 
and interviews, and this digest, going back in many cases over 
a considerable period, is at the disposal of the discount commit- 
tee. This information and the committee’s knowledge of the 
general conditions in the district at the time enable it to answer 
the remaining questions stated above. 

_Each Federal reserve bank maintains an examining depart- 
ment, consisting of a chief examiner and a requisite number 
of assistants. . . . At times, when occasion requires it, one or more 
of the Federal reserve bank examiners will visit a state or na- 
tional member bank for the purpose of making a special investi- 
gation, particularly if the bank is in an extended condition and 
has applied for further increase in rediscounts. 

The examining department of the Federal reserve bank care- 
fully examines and analyzes all reports of examination, whether 
of national banks or state bank members, and’ regularly tabu- 
‘lates certain information for the use of the credit department. 
In the course of the examinations and investigations referred 
to, special attention is made to the discount policies of the banks © 
examined, and not infrequently reports contain much informa- 
tion with regard to the customary credit lines of the bank as well 
as its normal season for expansion. This information is ex- 
ceedingly useful to the Discount committee, first, in determining 
the eligibility of paper offered, and, second, as throwing light 
upon its acceptability. 

The discount and credit departments of the Federal reserve 
bank not only cooperate with each other systematically but the 
whole work is arranged in such a way that a large volume can 
be handled each day without duplication of work and without 
the imposition of a considerable amount of routine work on the 
officers who constitute the discount committee and whose duty 
it is to pass finally upon the eligibility and acceptability of the 
paper offered. All paper received during the day is first care- 
fully examined for technical errors by clerks in the discount 
department. Certain employees of the credit department will 
then check the paper with reference to the credit files. These 
files contain numerous borrower’s statements, some of which 
are original and some of which are certified copies of the original 
statements obtained by member banks. Each statement as it 
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is received is analyzed and passed upon by the committee so- 
that it is not necessary that all statements referring to all offer- 
ings should be taken from the files and considered by the com- 
mittee each time an offering is passed upon. In any case, how- 
ever, in which a statement has been especially marked or in 
which a limit has been fixed, the borrower’s statement accom- 
panies the offering sheet for the consideration of the committee. 


Legal Limitations. Up to this time, we have confined our 
attention to the eligibility of paper in its broad sense. We will 
now examine some of the limitations imposed by the Act and 
the regulations of the board. Section 5200 of the National Bank 
Act provides that no national bank shall lend to any one person, 
firm, or corporation an amount greater than 10 per cent of its 
own capital and surplus; but, under the express provisions of 
the section, commercial or business paper actually owned by 
the person discounting the same and bills of exchange drawn in 
good faith against actually existing values are not to be con-’ 
sidered as money borrowed. In other words, if a bank is already 
lending to one borrower directly an amount equal to 10 per 
cent of its own capital and surplus, it can nevertheless discount 
for that person commercial or business paper actually owned by 
him (that is, paper received by him in return for goods sold) 
or bills of exchange drawn by him against actually existing 
values without having what is called an excess line with that 
customer. 

The Federal Reserve Act provides that “The aggregate of 
notes, drafts, and bills bearing the signature or indorsement of 
any one borrower, whether a person, company, firm, or corpora- 
tion, rediscounted for any one member bank, whether state or 
national, shall at no time exceed 10 per cent of the unimpaired 
capital and surplus of such bank; but this restriction shall not 
apply to the discount of bills of exchange drawn in good faith 
against actually existing values.” In other words, the law for- 
bids a national bank to lend an amount greater than 10 per cent 
of its capital and surplus to any one person, firm, or corporation, 
expressly excepting commercial paper actually owned and bills 
of exchange drawn against existing values; and the law also 
provides that the Federal reserve bank shall not rediscount for 
the member bank an amount greater than 10 per cent of the 
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member bank’s capital and surplus, expressly excepting bills of 
exchange drawn against actually existing values. It would seem, 
therefore, that there is no legal prohibition against a Federal 
reserve bank’s rediscounting for a member bank at least a part 
of what would be considered an excess line.. Nevertheless, as 
a matter of policy, the Federal Reserve Bank of Richmond does 
not discount for a national member bank any part of a line 
which is larger than the law permits the national bank to carry. 
- Section 9 of the Federal Reserve Act, which relates particularly 
to state bank members, contains the following provision: “Pro- 
vided, however, That no Federal reserve: bank shall be per- 
mitted to discount for any state bank or trust company notes. 
drafts, or bills of exchange of any one borrower who is liable 
for borrowed money to such state bank or trust company in 
an amount greater than that which could be borrowed lawfully 
from such state bank or trust company were it a national bank- 
ing association. The Federal reserve bank, as a condition of 
the discount of notes, drafts, and bills of exchange for such 
state bank or trust company, shall require a certificate or guaranty 
to the effect that the borrower is not liable to such bank in excess | 
of the amount provided by this section, and will not be permitted 
to become liable in excess of this amount while such notes, drafts, 
or bills of exchange are under discount with the Federal reserve 
bank.” The language quoted above is the law as amended July 
UES 2 ree 

_ Broadly speaking, ineligible paper may be divided into three 
classes: (1) Paper the proceeds of which have been or are to 
be used for permanent or fixed investments of any kind, such 
as, land, buildings, or machinery, or for any other capital pur- 
pose; (2) paper the proceeds of which have been or are to be 
used for investments of purely speculative character; and (3) 
paper the proceeds of which have been or are to be used for the 
purpose of lending to some other borrower. It will, of course, 
be remembered that in excluding paper made for the purpose — 
of carrying fixed investments exception has been specifically made 
of paper made for the purpose of carrying bonds, notes, and 
other obligations of the United States Government. 

The regulations also expressly provide that the mere fact that 
the paper offered for rediscount is secured by collateral is not 
in itself sufficient to exclude the paper, provided the proceeds 
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have been used or are to be used for a purpose which could 
properly become a basis of eligible paper. This is a very neces- 
sary provision. As we have already seen, eligibility and 
acceptability are two separate and distinct questions. Paper made 
in connection with producing, purchasing, carrying, or marketing 
of goods in one or more of the steps of the process of production, 
manufacture, or distribution while technically eligible might 
easily, from the circumstances of the case, be unacceptable from — 
a credit standpoint. In such cases it can be made acceptable 
as well as eligible by proper security. On the other hand, this 
circumstance frequently gives rise to a serious question as to 
the eligibility of paper offered. Suppose, for instance, the note 
of a farmer secured by warehouse receipts for cotton, tobacco, 
wheat, or some other commodity is offered for rediscount. If 
the commodity is being held for the purpose of orderly market- 
ing within a reasonable time, it is eligible; if, on the other hand, 
it is withheld from the market for an unreasonable time in the 
expectation of a rise in the price or for the purpose of creating 
conditions which will force the price higher than it would 
normally be, the commodity is being held as a speculative invest- 
ment. Questions of this kind must be decided by the Federal 
reserve bank from the circumstances surrounding each case as 
it is presented. Sometimes the situation is entirely clear, but 
in many cases it is extremely difficult to determine whether or 
not such paper is eligible according to the spirit as well as the 
letter of the law. ; 

Marginal Collateral. Section 5202 of the National Bank Act 
provides, in effect, that no national bank shall become obligated 
for rediscounted paper or direct loans to an amount greater than 
the amount of its own capital stock, but this prohibition does not 
apply to money borrowed from or paper rediscounted with a 
Federal reserve bank. Therefore, even though a national bank 
member may have borrowed to the limit fixed by Section 5202, 
it can still borrow from its Federal reserve bank, and there is 
no limit fixed by the law to the amount which a Federal reserve 
bank may advance to one of its member banks. The fact that 
this provision of the National Bank Act was allowed to remain 
on the statute books after the passage of the Federal Reserve 
Act is indicative that Congress still felt that the provision was 
a wise one, and that the limit to which a national bank would 
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be allowed to go in obligating itself for loans and discounts be- 
yond the amount of its capital stock could be left to the discretion 
of the officers of the Federal reserve bank of which it was a 
member. 


In stating the amount which a national bank may lend to a 
single person, firm, or corporation and the amount which a mem- 
ber state bank may, likewise, lend, if any part of the line is to 
be rediscounted with the Federal reserve bank, we have left 
out of consideration special permission to exceed the limit with 
respect to loans on Government securities. For a certain period 
during and just after the war banks were permitted to lend in 
excess of the legal limit provided excess loans were secured by 
Government obligations of at least an equal value to the loans, 
and for a time a certain part of this excess line, secured by 
Government obligations, could be rediscounted by a Federal re- 
serve bank. This special rediscounting privilege, however, has 
expired, though national banks may still carry a certain excess of 
the 10 per cent limit without being considered as carrying excess 
lines. 

Member Banks’ Own Notes. When the Federal Reserve Act 
was first passed, the only method by which a member bank could 
borrow from a Federal reserve bank was by the rediscount of 
paper previously discounted by the member bank. In the course 
of a short time, however, it developed that member banks fre- 
quently required loans for a few days at a time when they did 
not happen to have customers’ paper with corresponding ma- 
turities. This situation was corrected by an amendment to 
Section 13, which was passed September 7, 1916, and which 
reads as follows: “Any Federal reserve bank may make ad- 
vances to its member banks on their promissory notes for a 
period of not exceeding fifteen days at rates to be established 
by such Federal reserve banks, subject to the review and de- 
termination of the Federal Reserve Board, provided such 
notes, drafts, bills of exchange, or bankers’ acceptances as are 
eligible for rediscount or for purchase by Federal reserve banks 
under the provisions of this Act, or by the deposit or pledge of 
bonds or notes of the United States.” 

This enabled Federal reserve banks to accommodate their 
member banks to any desired amount and for any length of time 
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from one to fifteen days, even though the member bank might 
not hold eligible paper maturing at the desired time. Since the 
amended Act specifically provides for advances to its member 
banks on their promissory notes for a period not exceeding fifteen 
days, the Federal Reserve Bank of Richmond has not felt that 
it had the right to allow member banks to deposit as security 
ninety-day commercial or agricultural paper, borrow for fifteen 
days, renew for fifteen days, and so on for the whole ninety-day 
period. Nevertheless, during the Liberty loan campaigns and dur- 
ing the period following the Victory loan campaign, member 
banks of necessity were carrying large amounts in securities 
bought and paid for by them, and further amounts in securities 
_ which they were carrying for customers. Consequently, with 
respect to member banks’ notes secured by Government obliga- 
tions, great latitude with reference to renewals has been allowed 
by all the Federal reserve banks. We believe that it is the 
general opinion that it was wiser to pursue this course than to 
have the law changed clearly allowing renewals to member banks 
of notes secured by eligible paper, or extending the period from 
fifteen days to thirty, sixty, or ninety days. 

Agricultural and Commercial Paper Distinguished. Sec- 
tion 13 of the Federal Reserve Act as originally passed reads in 
part as follows: “Notes, drafts, and bills admitted to discount 
under the terms of this paragraph must have a maturity at the 
time of discount of not more than ninety days: Provided, That 
notes, drafts, and bills drawn or issued for agricultural purposes 
or based ‘on live stock and having a maturity not exceeding six 
months may be discounted in an amount to be limited to a per- 
centage of the capital [italics ours] of the Federal reserve bank, 
to be ascertained and fixed by the Federal Reserve Board.” Un- 
der the authority of this provision of the Act the board, on 
November 10, 1914, issued a circular reading in part as follows: 
“The Federal Reserve Board has determined to fix this limit 
generally, and, until further notice, at 25 per cent of the capital 
that shall have been paid in from time to time. For those dis- © 
tricts in which, during certain seasons, six months’ paper is 
particularly required to carry through agricultural operations the 
limit will be increased from time to time upon requests made by 
Federal reserve banks to the Federal Reserve Board.” 

In a ruling of the Federal Reserve Board published in the 
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Federal Reserve Bulletin of February, 1916 (page 68), the board 
says: “The law prescribes that in the aggregate the total amount 
of agricultural paper purchased by a Federal reserve bank should 
not exceed a percentage of its capital stock, the percentage to 
be fixed from time to time for each Federal reserve bank by the 
Federal reserve board. The percentage fixed by the board differs 
in the various districts. Whenever a district has applied, the 
maximum limit has been granted, which has been considered to be 
_ 99 per cent of: the capital stock.” On September 7, 1916, the 
above quoted part of Section 13 was amended by adding the 
words “exclusive of days of grace” after the words “ninety days” - 
and after the words “six months,” and the remainder of the 
paragraph was changed to read “may be discounted in an amount 
to be limited to a percentage of the assets [italics ours] of the 
Federal reserve bank, to be ascertained and fixed by the Federal 
_ Reserve Board.” ; 

The board had already ruled with reference to this subject 
that the limitation prescribed by law did not apply to all agricul- 
tural paper rediscounted with a Federal reserve bank but only 
to agricultural and live stock paper having a maturity in excess 
of ninety days at the time of discount. Since the volume of 
agricultural and live stock paper maturing beyond ninety days held 
at any one time by any Federal reserve bank has never exceeded 
a reasonable percentage of its rediscounted paper, it has not been 
necessary as a matter of actual practice to fix definite limits. In 
other words, this particular question seems to have settled itself. 

Since no commercial paper can be rediscounted by a Federal 
reserve bank if maturity at the time of rediscount exceeds ninety 
days, while agricultural paper having maturity up to six months 
may be accepted, the question as to whether a particular note 
should be classed as commercial or agricultural paper has fre- 
quently arisen and there have been a number of rulings of the 
board on this matter, that is, the decision as to how paper arising 
in certain given circumstances should be classed. Under date 
of March 6, 1918, the board ruled as follows: “Where a farmer 
makes his note payable to the seller of a commodity and actually 
uses the commodity for agricultural purposes, such a note may 
be treated as agricultural paper, whether discounted with the 
member bank by the farmer as the maker or by the seller as 
the indorser. Where a farmer makes his note payable to the 
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member bank and uses the proceeds for an agricultural purpose, _ 
such note may likewise be discounted by a Federal reserve bank 
as agricultural paper. If, however, under either of the fore- 
going cases the farmer does not use or intend to use the com- 
modity purchased for an agricultural purpose, although it is 
capable of being so used, the note in question should be treated 
as commercial paper and not as agricultural paper and should 
not be rediscounted by the Federal reserve bank if it has a 
maturity in excess of ninety days. : . 

In a general ruling published in the Bulletin of December, 
1920, the board said: 


DISTINCTION BETWEEN AGRICULTURAL PAPER AND COMMERCIAL PAPER. 
The purchase and sale of any articles or commodities including agricultural 
products is a commercial rather than an agricultural transaction. Conse- 
quently the note of a dealer, whether it is given in payment for articles or 
commodities purchased for resale or is discounted by the dealer at his bank 
to provide funds with which to purchase such articles or commodities, can 
be eligible for rediscount only as commercial paper, even though the articles 
or commodities will be used by the ultimate purchasers for agricultural 
purposes. Such a note can be eligible for rediscount, therefore, only when 
it has a maturity at the time of rediscount of not more than ninety days. 
The note of a farmer, however, given in payment for articles or commodities 
purchased may be considered agricultural paper which is eligible for 
rediscount when it has a maturity at the time of rediscount of not exceeding 
six months, provided that the articles or commodities purchased are to be 
used by the farmer for agricultural purposes and are not in the nature of 
permanent or fixed investments. So, also, of course, the note of a farmer, 
discounted by him at his local-bank for the purpose of providing funds to 
purchase such articles or commodities, may be eligible for rediscount as 
agricultural paper when it has a maturity at the time of rediscount of not 
more than six months. Since the purchase and sale of agricultural products 
is a commercial rather than an agricultural transaction, a note given to a 
farmer in payment for agricultural products grown by him can not be - 
eligible for rediscount as agricultural paper, but may be eligible as com- 


mercial paper if it has a maturity at the time of rediscount of not more 
than ninety days. 


Paper Endorsed by Non-Member Banks. Section 19 of the 
Federal Reserve Act provides that “no member bank shall act 
as the medium or agent of a non-member bank in applying for 
or receiving discounts from a Federal reserve bank under the 
provisions of this Act, except by permission of the Federal Re- 
serve Board.” The ruling of the board on this subject, published - 
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in the Bulletin for August, 1915, reads as follows: “Assuming 
that the paper offered by a member bank for rediscount is eligible 
under the regulations prescribed by the board, it would be neces- 
sary in each case for the officers of the Federal reserve bank to 
determine whether or not the proceeds of such discount are to 
be used for the purpose of making a loan to a non-member bank. 
If the money thus borrowed is to be re-lent to a non-member 
bank, rediscount should not be accepted without the permission 
of the Federal Reserve Board. If, on the other hand, a mem- 
ber bank had in good faith acquired from a non-member bank 
by rediscount notes which are eligible under the regulations of 
the board for rediscount with the Federal reserve bank, and such 
notes were held as a part of the assets of the member bank, 
there would seem to be no objection to the Federal reserve bank’s 
accepting such rediscounts, provided the officers are satisfied that 
the transaction is a bona-fide transaction and that the member 
bank did not extend accommodation to the non-member bank 
with a view of rediscounting notes so acquired with the Federal 
reserve bank. This is one of the cases which must be left very 
largely to the judgment and discretion of the Federal reserve 
bank officers; and a determination must be reached by them on 
the facts in each case.” _ 

In response to the suggestion contained in the last sentence of 
the above quoted ruling the Federal Reserve Bank of Richmond 
has adopted the policy in every case in which eligible paper bear- 
ing the endorsement of a non-member bank is offered for 
rediscount by a member bank to place upon the member bank the 
burden of proof that the member bank is not acting as a medium 
or agent of a non-member bank in applying for the rediscount. 

During all of the Liberty loan campaigns and the Victory loan 
campaign, and for some time thereafter, all Federal reserve banks, 
acting under the express permission of the Federal Reserve 
Board, freely discounted for member banks not only paper en- 
dorsed by non-member banks but notes actually made by them 
and offered by the member bank with its own endorsement, pro- 
vided such notes were satisfactorily secured by Liberty bonds, 
Victory notes, or certificates of indebtedness originally subscribed 
for by the makers of the notes.. There have also been isolated 
cases in which for special reasons Federal reserve banks have 
requested permission of the Federal Reserve Board to rediscount 
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for specific member banks certain eligible paper endorsed by non- 
member banks. These instances have been rare, and in no case 
has the Federal Reserve Board granted such permission except 
at the request of a Federal reserve bank. 

Collection of Maturing Paper by Federal Reserve Banks. 
Member banks’ collateral notes (secured by eligible paper or Gov- 
ernment obligations) are usually made payable at the Federal 
reserve bank. These are held by the Federal reserve bank until 
maturity and are then charged to the reserve account of the 
member bank. Unless previous instructions have been given the 
collateral is held in custody subject to the order of the member 
bank. Customers’ paper rediscounted is usually (though not 
always) payable at the office of the member bank. It is the 
general custom among Federal reserve banks to forward such 
paper for collection to the member bank for which it was redis- 
counted about ten days prior to maturity and to charge the reserve 
account of the member bank at maturity. By following this 
method it is never necessary in rediscounting the paper to charge 
one or more extra days to cover the time of collection. In 
some cases, however, member banks rediscounting customers’ 
notes which are payable neither at their own offices nor in the 
city of the Federal reserve bank will request the Federal reserve 
bank to forward the paper to the point at which it is made paya- 
ble. Such requests are always complied with. If the point of 
payment is another Federal reserve or branch city, payment is 
obtained on the day of maturity and settlement made by the 
collecting Federal reserve bank or. branch on that day through 
the Gold Settlement Fund. If, however, the place of payment 
is not a Federal reserve or branch city, the paper is forwarded 
to some member bank located at the place of payment, and the 
paper is charged to the rediscounting member bank on the day 
of maturity and immediately entered as a collection item for the 
account of the member bank, to be credited to its reserve-account 
when final payment is actually received. 

Bankers’ acceptances are usually made payable at the Federal 
reserve bank of the accepting bank. By means of the daily 
settlement through the Gold Settlement Fund already described 
payment is then made by the collecting Federal reserve bank 
to the holding Federal reserve bank on the same day. In many 
cases, however, bankers’ acceptances are made payable at the 
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office of some other bank in one of the larger acceptance mar- 
kets, but because of the convenience to member banks in having 
their obligations payable at their own Federal reserve banks, and 
because a payment at one Federal reserve bank on a given date 
can be made the equivalent of payment at any other Federal 
_ reserve bank on the same day, it is probable that in the course 
of time all member banks will adopt the custom of making their 
acceptances payable at their own Federal reserve banks. 

The Theory of Eligibility.* In the search for a guiding 
principle obviously the first step is to inquire why a distinction 
between different kinds and classes of paper is necessary—why 
paper arising under certain conditions should be regarded as 
eligible for rediscount or purchase by a Federal reserve bank and 
why paper arising under other specific conditions should be 
regarded as ineligible. 

If we leave out of consideration the paid-in capital, the earned 
surplus, and a number of other items which are of minor im- 
portance in the statement of a Federal reserve bank, we will see 
that its principal assets are derived from the deposits of its mem- 
ber banks and from the acquisition of gold for which it has issued 
or exchanged its Federal reserve notes, which constitutes in essence 
another class of deposits represented by its liability to the holders 
of Federal reserve notes outstanding in circulation. Assuming 
that the bank has made no loans to member banks, no purchases 
of eligible paper in the open market, and no other investments 
beyond the amount of its capital and surplus, it should have on 
hand in gold or lawful money the total amount of the reserve 
deposits of its member banks and the total amount of its out- 
standing Federal reserve notes. Against the reserve deposits it is 
required by law to hold in gold or lawful money a reserve of 35 
per cent. Against its Federal reserve note liability it is required 
to hold.in gold a reserve of 40 per cent. In what kind of paper 
should it be allowed to invest the whole or any part of the remain- 
ing 65 per cent of deposits and 60 per cent of Federal reserve 
notes outstanding? 

As we have already seen, member banks are permitted by law 
and the regulations of the Federal Reserve Board to draw against 
their reserve deposits with Federal reserve banks, provided they 
are willing to pay the penalty which has been fixed by the board, 

* Federal Reserve Bank of Richmond (Letter No. 10, Dec., 1922). 
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while no express limit is placed on the amount which may be 
loaned to any one member bank-no such bank is expected to 
borrow continuously or for an excessive amount; otherwise the 
ability of the Federal reserve bank to meet the reasonable claims 

and demands of other member banks might be impaired. In fact, 

the whole broad idea’ of pooling the reserves of a large number 
of banks and allowing one or more members of the pool to make 
use of the common fund on occasion without any fixed limit, 
except that which the guardians of the fund may see fit to draw 
in each case, is based on the assumption that some equitable 
system of averages will prevail. 

If, for instance, a certain member bank should require and 
receive for a certain period a portion of the credit resources of its 
Federal reserve bank far larger than its equitable share, it should 
be prepared to enjoy for a corresponding period a portion con- 
siderably less than its share, so that the surplus may be at the 
disposal of the other member bank or banks whose shares were 
drawn upon to supply the excess during the first period. 

As a matter of fact, each member bank should look upon its 

reserve (or its right to borrow from its Federal reserve bank) 
as a safety fund to be used only in an emergency or for a neces- 
sary seasonal expansion, and not as an extra source of profit. 
And it is the duty of the officers of the Federal reserve bank in 
dealing equitably with all its member banks to see (1) that its 
accommodations to member banks are fairly distributed in time 
and with respect to amount, and (2) that the Federal reserve 
bank shall always be in a position to meet the just claims of all 
its other member banks as and when these may arise. 
’ Federal reserve notes are redeemable on demand, and the Fed- 
eral reserve bank through which they are issued should see that 
it is in position at all times to meet any such demand that may be 
made upon it without reducing its own reserve to a point below 
that fixed by law. In other words, each Federal reserve bank 
should not only function properly in this respect but should so 
regulate its advances to member banks as to preserve its ability to 
continue to function properly. 

It is true that one Federal reserve bank has the right to redis- 
count with another Federal reserve bank (or other Federal re- 
serve banks), but on the ‘same principle that a member bank 
should reserve its right to borrow for proper occasions so the 
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right to rediscount with another Federal reserve bank should be 
_ availed of only under necessity and not as a routine practice. 

We think it will be clear to the student from the foregoing 
considerations that in rediscounting for its member banks (and 
in purchasing paper in the open market) a Federal reserve bank 
should confine itself strictly to that class of paper which will be 
most certain to be paid at maturity. If this is done, the Federal 
reserve bank can be certain of a continued stream of money com- 
ing in as the paper held by it matures, and in case of new offer- 
ings made by member banks (either from those that have or those 
that have not paper already under rediscount) it can determine 
the propriety of making the loans, taking into consideration all 
the circumstances that exist at the time, such as the relative rights 
of all applicants, its own reserve position, and the current demands 
of the holders of Federal reserve notes. 

Self-Liquidating Paper. This conclusion raises a very perti- 
nent question: What kind of paper is the most certain to be paid 
at maturity? The obvious answer is self-liquidating paper—that 
is, paper which has been created as a necessary part of some activ- 
ity or transaction which, in the natural course of events and 
independently of any happening not necessarily a part of the 
activity or transaction, will produce money to meet the obligation 
(as expressed in the paper) at its maturity. In order to illustrate 
this let us consider several examples. 

In the late fall or in the early spring the farmer begins to 
prepare his ground for crops, whether of corn, cotton, tobacco, or 
some other marketable product. At the proper time he must pay 
for his labor, either in money or in supplies. He must purchase 
his fertilizers and seed. He must take proper care of the grow- 
ing crop, and when it is ready to be harvested he must again 
supply the labor and pay the necessary expenses to put it in con- 
dition to be marketed and to transport it to market. From time 
to time it will be necessary for him (unless he has adequate 
working capital of his own) to go to his bank and borrow money 
for the purposes enumerated. If he gives his notes from time to 
time to the bank, arranging the maturity of each note so that it 
may be met out of the funds which he will receive from his crop 
when it is marketed, the paper made by him can properly be called 
self-liquidating. It can and should be met out of the proceeds 
of the transaction in connection with which it is created, and at 
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the maturity of the paper the farmer will have in his hands money 
derived from the sale of his crops with which to pay his obliga- 
‘tions entered into for the above specified purposes. 

Suppose that the farmer has raised cotton and sells it (either 
directly or through the usual channels) to a cotton mill. The 
mill purchasing the cotton expects to manufacture it into goods 
and in the course of time to have these goods ready for sale. In 
the meantime, if the mill borrows money from its banker for the 
purpose of paying for the cotton, and borrows additional sums 
from time to time to pay for labor and other materials necessary 
to the manufacture of the cloth, and makes its notes payable at 
the time it expects to have the cloth ready for market and to 
dispose of it, such paper may properly be considered self- 
liquidating. 

Suppose a wholesale merchant buys the cloth from the mill and 
at the same time buys other articles in which he deals from other 
producers with the expectation of selling them through established 
channels and in the regular course of his business. If, in order 
to make the purchases, he borrows money from his bank and so 
adjusts the maturities of his notes (given for the money bor- 
rowed) that they will fall due at the time he expects to receive 
payment for the goods sold, such paper in like manner can 
properly be considered self-liquidating. 

In each of the foregoing illustrations we have assumed two 
things: (1) That the paper under consideration arises as a 
natural part of the process of production or distribution; and (2) 
that the obligations have been so drawn that they will mature at 
the time the transactions giving rise to them will mature. In each 
case the paper created would be eligible under the regulations of 
the Federal Reserve Board, and no matter for what period of 
time each note had been drawn it could be rediscounted by a 
Federal reserve bank, provided it was offered for rediscount not 
more than ninety days prior to maturity, in the case of the paper 
arising from the commercial transactions, and not more than six 
months from the due date in the case of the paper arising from 
agricultural transactions. It should be obvious to the student that 
in any of the above cases in which the farmer, the manufacturer, 
or the merchant has drawn paper to mature prior to the maturity 
of the transaction, so that in order to meet it at maturity he must 
borrow money or make a renewal, the paper cannot be said to be - 
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self-liquidating. Cases have arisen in which the makers of paper 
have drdwn it to mature at a time prior to the maturity of the 
transaction out of which it arose, for the express purpose of mak- 
ing paper which a Federal reserve bank could take from a mem- 
ber bank (having regard to the time limitations of the Act and 
the regulations), but obviously such an action is improper and 
when deliberately done amounts to a concealment of facts. 

On the other hand, when a farmer is borrowing for general 
farming purposes, and when he expects to have different crops 
maturing at different times, it is entirely proper for him to execute 
notes maturing at times when he expects to be in funds from the 
sale of his crops. In like manner the manufacturer who is pro- 
ducing and selling goods day by day throughout the year or 
throughout a season and the merchant who is constantly making 
purchases of goods on the one hand and sales on the other may 
properly make notes maturing from time to time in anticipation 
of. the orderly receipt of income from sales. 

In the foregoing illustrations we have, for the sake of simplicity, 
assumed that the farmer, manufacturer, or the merchant is bor- 
rowing from his bank in order to make payment in cash. If, in- 
stead of doing this, he makes payment partly in cash and partly in 
promissory notes, or wholly in promissory notes, the principle 
involved is exactly the same. The obligation issued in each case 
is a self-liquidating obligation if it arises in the ordinary course 
of business and has a maturity at a time when income from the 
business is expected to be realized. 

If a general contractor is building a house for another person 
under a contract which provides for the payment of certain install- 
ments at different stages of the work and for final payment upon 
completion, and borrows money from time to time for the purpose 
of paying for labor or purchasing materials to go into the house, 
and the notes given for the money borrowed (or notes given in 
exchange for the materials) are made to mature at the times when 
he will receive payment from the owner under his contract, such 
paper is manifestly self-liquidating. 

Paper That Is Not Self-liquidating. If, on the other hand the 
owner, in order to meet one of his payments, borrows money 
from his bank and gives his note payable at some future time, 
this paper is not self-liquidating, because in order to meet it at 
maturity he must do one of three things—sell the house, borrow 
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the money on a mortgage, or pay it out of his regular income. In 
other words, the transaction as far as he is concerned is “not one 

which automatically results in the production of money at the 
maturity of the obligation but involves the doing of some other 
thing not necessarily connected with the original transaction. In 
‘like manner, if a farmer borrows money for the purpose of 
building a barn or a silo, or for buying additional land, or for 
the purpose of making some addition to his permanent equipment, 
the note representing the money borrowed for this purpose is not 
self-liquidating and under the law and regulations is ineligible for 
rediscount. 

If A borrows money for the purpose of lending it to B, C, and 
D, A’s note given for the money borrowed by him would not be 
classed as self-liquidating. Its payment at maturity would depend 
(1) upon whether the obligations of B, C, and D matured at or 
before the maturity of A’s note, and (2) upon whether B, C, and 
D could and would meet their own obligations promptly, and their 
ability to meet their obligations promptly would depend upon cir- 
cumstances in no way necessarily connected with the original loan 
terAs 

Notes the proceeds of which are used to purchase stocks, bonds, 
or other securities, whether these are to be held permanently by 
the purchaser or sold when the market value increases in a satis- 
factory degree, are manifestly not self-liquidating and they are 
ineligible for rediscount under the law and the regulations, except 
notes given for the purpose of carrying Government obligations. 
It should be remembered that notes of this class are not eligible 
for rediscount by a Federal reserve bank because they are self- 
liquidating, but because by a special provision of the Federal Re- 
serve Act they are made eligible. In other words, a specific 
exception is made in the case of notes given to carry Government 
obligations. 

In all of the foregoing illustrations we have considered only 
one phase of the question of eligibility of the paper, and we have 
seen that in each case the note which was supposed to be self- 
liquidating is eligible. We have seen also that notes have been 
classed as self-liquidating if they arise out of transactions which 
in the ordinary course of events can be reasonably expected to 
produce funds to meet the notes at maturity. In every case pre- 
sented to a Federal reserve bank for decision another set of ques- 
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tions arises, namely, whether the expectation of the parties to the 

transaction will probably be realized. These are questions of 
acceptability and not of eligibility. In other words, they involve 
questions of credit, which, as we have already explained, are 
considered and decided by the officers of Federal reserve banks 
concurrently with the consideration of technical eligibility. 

As was pointed out, close quesitons frequently arise as to 
whether paper shall be classed as agricultural or commercial. 
Very frequently these questions can be answered by applying the 
self-liquidating test. If the facts presented are analyzed and it 
is determined that the money out of which the obligation is ex- 
pected to be paid will be the result of an agricultural operation, 
the paper may be classed as agricultural, and likewise if the 
rational expectation is to derive payment from the culmination of 
a commercial transaction the paper should be classed as com- 
mercial. 

In like manner the self-liquidating test can be applied with satis- 
factory results to doubtful cases. Suppose, for instance, a farmer 
purchases a tractor. He does not expect to use up the tractor in 
one season, as he would use a shipment of fertilizer, but with 
reasonable care he can count of on its lasting for a number of 
seasons. Following approved methods of accounting he should 
therefore charge a portion of the cost to each of several successive 
seasons. In other words, if in payment for the tractor he gives 
a number of notes maturing over a period of several years, the 
notes may be looked upon as self-liquidating. In close cases of 
this kind decisions as to eligibility must necessarily be more or 
less arbitrary, and in this particular case the Federal Reserve 
Board has ruled that the notes are eligible as agricultural paper, 
whether they mature in one or in several seasons. It will of 
course be remembered that no matter for what length of time 
these notes were originally drawn each one can be rediscounted 
with a Federal reserve bank only within six months of its 
maturity. 


Rediscount Rates. Section 14 of the Federal Reserve Act 
as originally passed contains the following provision: “Every 
Federal reserve bank shall have power: ... (d) To establish 
from time to time, subject to review and determination of the 
Federal Reserve Board, rates of discount to be charged by the 
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Federal reserve bank for each class of paper, which shall be fixed 
with a view of accommodating commerce and business.” Upon 
the opening of the Federal reserve banks on November 16, 1914, 
seven of them established rates of 6 per cent on commercial, agri- 
cultural, and live stock paper with maturities exceeding thirty days 
at the time of rediscount. Five Federal reserve banks established 
rates of 614 per cent for the same classes and maturities. Of 
the seven that had established 6-per-cent rates two adopted a rate 
of 514-per-cent on paper maturing in thirty days or less, while 
all of those that had established 634-per-cent rates for long-time 
‘paper established rates of 6-per-cent for paper with maturities up 
to thirty days. 

Very soon, however, the Federal reserve banks began to change 
rates, and the changes were not uniformly followed in all dis- 
tricts because of the varying conditions in the different districts. 
In 1915 ten of the Federal reserve banks adopted preferential 
rates on trade acceptances, and in the first half of 1917 special 
rates were adopted in all of the Federal reserve districts on paper 
secured by Treasury certificates and Liberty bonds, and while 
these rates fluctuated from time to time they were fairly uniform 
in all districts. After the close of the war and up to the early 
‘part of 1920 there was a general increase of rediscount rates in 
all the Federal reserve banks, and in 1920 rates went to the 
highest points in each district, except one which went to its high- 
est point early in 1921. The maximum in six districts was 7 per 
cent and in the other six districts 6 per cent. 

While the law allows variations in the discount rates in different 
Federal reserve districts, rates applicable to each class and matur- - 
ity of paper must be uniform throughout one district, though 
variations may be made as between different classes of paper and 
different maturities of paper. For a considerable time there was 
a decided disposition in practically all the Federal reserve banks 
to establish slightly different rates for different classes and differ- 
ent maturities of paper. This is still done to some extent, though - 
there has been some tendency toward uniformity of rates for all 
classes and maturities of paper in the same district. 

Rate Changes. Remembering that the rates are fixed from 
time to time in each Federal reserve district by the directors of 
the respective Federal reserve banks, subject to the approval of 
the Federal Reserve Board, two interesting questions naturalls - 
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-arise: (1) Why changes should be made in the rates, and (2) 


what factors determine the extent of the change. 

As we have already seen, the Act declares in its title that Fed- 
eral reserve banks were established to furnish an elastic currency 
and to afford means for rediscounting commercial paper; and it 
is therefore the duty of each Federal reserve bank not only to do 
these things but to take such steps as may be necessary for the 
preservation of its ability to continue to do them. Into each 
Federal reserve bank there is a constant stream of money flowing 
to pay for maturing paper which has been rediscounted by the 
bank for its member banks or which has been purchased in the 
open market. We can picture to ourselves another stream flow- 


ing in the opposite direction caused by new rediscounts for mem- 


ber banks from day to day and by additional purchases of eligible 
paper in the open market. That part of the outgoing stream 
occasioned by open-market purchases can of course be stopped at 
any moment, but the other part occasioned by satisfying the de- 
mands of member banks for rediscounts can be checked to a 
certain extent by increases in the rediscount rate. The reserve 
ratio of the Federal reserve banks, which is calculated at the 
close of business each day, is a sort of automatic gauge affected 
by the difference between the two streams. When the outgoing 
stream is considerably greater than the incoming stream and the 
reserve ratio falls from day to day, it may be an indication that 
the outgoing ‘stream needs to be checked by an increase in the 
rediscount rate. 

At a time when rediscount rates are low and changes in condi- 
tions produce a sudden demand for loans well secured and at a 
satisfactory rate, the temptation to borrow for the sake of profit 
is increased, and without some check at the source from which 
borrowing is usually done many banks might go too far, ask for 
more than their share of the credit resources of the Federal re- 
serve bank, and thereby seriously impair the ability of the bank 
to accommodate other member. banks at a later date who might 
be asking for accommodation to a much more reasonable extent. 

If the officers and directors of the Federal reserve bank notice 
a considerable increase in the outward flow as compared with the 
inward flow, and are satisfied from their knowledge of the facts 
and the conditions in the district and in the country generally thar 


302 MONEY, CREDIT AND BANKING PRINCIPLES 


the extraordinary demand is of a temporary nature, such as the 
seasonal requirements of agriculture or commerce, and that the 
situation can be counted on to right itself within a reasonable time, 
no increase in the discount rate would be warranted, even though 
the reserve ratio of the bank might be falling slightly day by day. 

It is the task of the officers and directors of a Federal reserve 
bank (and particularly the officers, as the directors rely on them 
to a considerable extent for information and advice) to keep in 
touch with conditions throughout the district and the country at 
large, to anticipate changes that are likely to affect the demand for 
credit, and to estimate the probable duration of conditions, to the 
end that the outflow may be retarded when necessary and only 
when necessary to preserve the ability of the bank to function 
properly and to continue to function properly. 

Factors in the Determination of the Discount Rate. 
Among the factors which are taken into consideration in the 
determination of the discount rate of a Federal reserve bank are 
the following: The reserve position of a Federal reserve bank; 
the volume of bank loans and deposits in the district; business 
and industrial activity; rates charged by member banks to their 
customers; the interest rate in the open market ; commodity price 
levels as affecting the volume of credit required, but not with a 
view to price control; condition of the security market as in- 
dicative of supply of investments or floating capital; interest 
rates in the open market (bankers’ acceptances); and interest 
rates on time deposits. In some situations, and particularly in 
some districts, the balance of trade and the inward and outward 
flow of gold, as well as credit conditions in and exchanges with 
leading foreign countries, have also been taken into consideration. 

It is not to be inferred by the student that the above elements 
are stated in the order of their importance. As a matter of fact, 
the determination of the discount rate by a Federal reserve bank 
is always the result of judgment after the consideration of all 
factors rather than the result of a mathematical calculation in 
which each of the important factors is given a predetermined 
number of points. Obviously at times one or more factors will 
be entitled to more prominence than the others, and the deter- 
mination of the relative importance of each factor for the time 
being is a matter of judgment, just as the determination of the 
rate after the consideration of all the factors is a matter of judg- 
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ment. It should be remembered that after the directors of a 
Federal reserve bank have considered the subject, have decided 
that a change in the rate or rates is necessary, and the proper 
amount of change (either increase or decrease) that is advisable, 
each new rate is submitted to the Federal Reserve Board and 
cannot be put into effect by the Federal reserve bank unless and 
until the approval of the board is given. In deciding whether 
or not a rate proposed by a Federal reserve bank shall be ap- 
proved the board of course has the right to take into consideration 
all the factors already enumerated and such others as in their 
opinion may have a bearing on the situation. 

The Unequal Effect of Rates on Different Banks. In the 
consideration of the subject up to this point and in the illustra- 
tions used we have assumed that all the member banks in the dis- 
trict move as a whole and that the application of the brake (in 
the form of an increased discount rate) will have the same or 
approximately the same effect on each one of them. In actual 
practice, however, it is soon found that this is by no means the 
case. In certain districts where banking is a highly developed 
science, where many large institutions have grown up, with 
nation-wide and even world-wide connections, there is a. higher 
degree of sensitiveness to-the daily (and sometimes the hourly) 
fluctuations of the money and exchange market. But even in 
those same districts there are a considerable number of banks 
that by the very nature of their environment and business are 
far less sensitive, and in some cases hardly sensitive at all, to 
fhe daily change of condition. 

In other districts there are fewer large banks and none quite 
as large as those referred to in the previous paragraph. Except 
in the exchange centers (and there only to a certain extent) there 
is not much change in the discount rate to customers the year 
around, the variations being that money is easy to get, hard to get, 
or not available. It should be quite evident, therefore, that a 
given change in the discount rate of a Federal reserve bank 
will be more effective in one district than in another and that 
in any district there is more or less difference in the effect on 
banks in different parts of the district, especially as between 
banks located in the large commercial centers and the country 
banks. In every Federal reserve district there will be found a 
considerable number of banks whose borrowings will be controlled 
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to a certain extent by the rate of the local Federal reserve bank, 
but the percentage of member banks that will not be so con- 
trolled or will be only partially controlled by the local Federal 
reserve bank rate will vary greatly in different districts. 

Other Methods of Controlling Borrowing by Member 
Banks. Broadly speaking, there are two ways by which the 
borrowings of member banks from a Federal reserve bank can 
be controlled, besides the way which we have been considering. 
These are, first, variations in the rediscount rate made applicable 
to individual banks, and, second, by the exercise by the Federal 
reserve bank of discretion in accepting or refusing rediscounts 
offered by the member banks, having particular reference to those 
banks disposed to borrow excessively. We will briefly consider 
these two methods separately. 

Graduated Discount Rates. Under the provisions of the 
Federal Reserve Act as originally passed (and as we have al- 
ready quoted) different rates could obtain in different Federal 
reserve districts for the same class and maturity of paper, and 
different rates could be established in the same Federal reserve 
district for different classes or maturities of paper, but any rate 
established by a Federal reserve bank for any class or maturity 
of paper was applicable without variation to any offering of 
paper of that class and maturity made by any member bank and 
accepted by the Federal reserve bank, regardless of the amount 
(if any) already under rediscount for the member bank. On — 
April 13, 1920, sub-section (d) of Section 14 (as quoted above) 
was amended to read as follows (the added clause is printed 
in italics) : 

(d) To establish from time to time, subject to review and determination 
of the Federal Reserve Board, rates of discount to be charged by the Federal 
reserve bank for each class of paper, which shall be fixed with a view of 
accommodating commerce and business, and which, subject to the approval, 
review, and determination of the Federal Reserve Board, may be graduated 
or progressed on the basis of the amount of the advances and discount 


accommodations extended. by the Federal reserve bank to the borrowing 
bank. 


A Normal or Basic Line. It was determined that each 
Federal reserve bank (if and when the occasion arose) shculd 
establish for each member bank a normal or basic rediscount line 
the measure of which should be that member bank’s own share 
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of the credit resources of the Federal reserve bank. The stu- 
dent will remember that in previous chapters we have pointed out 
the following facts: First, that a Federal reserve bank is not 
required to carry a reserve against its paid-in capital; second, 
that it is required to carry a reserve in gold or lawful money 
against the deposits of its member banks. It therefore follows 
that its free gold (gold which may be invested in loans) con- 
sists of its paid-in capital plus 65 per cent of its member banks’ 
deposits. It was also pointed out that if instead of lending out 
its free gold a Federal reserve bank can issue and keep outstand- 
ing a’ sufficient volume of Federal reserve notes, either using 
these notes to pay the proceeds of rediscounted paper or other- 
wise, it can multiply its lending power as measured by its free 
gold by 2%, for the reason that it can obtain Federal reserve 
notes from the Federal reserve agent by depositing with him 
collateral of the face value of the notes, but consisting of 40 
per cent gold and 60 per cent eligible paper. Therefore the 
measure of a Federal reserve bank’s credit resources based upon 
the contribution made by its member banks to those credit re- 
sources is its capital stock plus 65 per cent of its member banks’ 
deposits multiplied by 2%. It follows as a matter of course 
that each member bank’s share of the credit resources of its Fed- 
eral reserve bank, based upon its contribution to the credit re- 
sources of the Federal reserve bank, will be found by adding 
to the amount paid by the member bank on its subscription to 
the capital stock of the Federal reserve bank 65 per cent of the 
member bank’s reserve deposit actually maintained with the Fed- 
eral reserve bank and multiplying the total by 2%. 

Amounts paid on subscriptions to the capital stock of a Fed- 
eral reserve bank remain fairly constant, though they are subject 
to slight adjustments as and when surplus or capital is increased 
or decreased. Reserve deposits actually maintained may vary 
from day to day. As a practical solution of this difficulty, one 
.that would involve no injustice to any one concerned, the practice 
was adopted, at least by some of the Federal reserve banks, which 
put in effect the progressive rediscount rate or used the basic 
line as a measure to show member banks the relative extent of 
their borrowing, of fixing the normal or basic line for each mem- 
ber bank during a certain calendar month by the average capi- 
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tal payment and the average reserve balance standing to the 
credit of that bank during the previous calendar month. 

Now, to illustrate the method of application of the progres- 
sive rate if and when adopted: Having established a basic line 
for each member bank, the plan was to charge each member 
bank the current rediscount rate on all paper up to the normal 
or basic line of the bank. If, however, the rediscounts for a 
particular member bank were found to exceed the amount of 
its normal or basic line, an additional charge was to be made on 
the excess upon a scale to be determined by the Federal reserve 
bank, with the approval of the Federal Reserve Board. For 
instance: the normal rate on the first 100 per cent of the basic 
line; then the normal rate plus one-half of 1 per cent on the first 
25 per cent excess; then the normal rate plus 1 per cent on the 
next 25 per cent excess; then the normal rate plus 14% per cent 
on the third 25 per cent excess; and so on, either indefinitely or 
with a maximum limit as might be determined at the time pro- 
gressive rates were established with the approval of the board. 
Each Federal reserve bank was left to work out details in deal- 
ing with its members and to determine for itself whether the 
full discount was to be charged (normal rate plus progressive 
rate, if any) at the time paper was rediscounted, or whether all 
paper would be rediscounted at the normal rate with an adjust- 
ment at the end of each month determined by the application of . 
the super-rate to the excess above the normal line on the prede- 
termined scale. 

In theory, at any rate, the principle of the graduated or pro- 
gressive discount rate is a sound one. Assuming that a bank 
should not be a continuous borrower and that no bank should bor- 
row excessively at any time except under pressure of circum-— 
stances, and then only for as short a time as necessary or pos- 
sible, it follows that any conditions which make it increasingly 
difficult to borrow excessively for a long period of time will 
eventually result in benefit to the bank itself. If the normal or 
basic line is fixed upon an equitable basis, and if the pressure - 
which tends always to reduce the borrowings of the bank to the 
proper level is applied gently at first but with increasing severity 
as the borrowings increase, this is a very much more favorable 
situation than that which would exist if the bank were allowed 
to increase with greater or less rapidity up to a certain point and : 
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then suddenly and without warning find it impossible to increase 
curbhen-e 

_Moreover, there is another advantageous feature connected 
with this system of controlling credit, provided the operation is 
thoroughly understood in advance by the bank to which it is to be 
applied. If the officers of the bank know months in advance 
that borrowing in excess of a certain amount will entail addi- 
tional cost, that the first effects of an increase in the bank’s bor- 
rowings will be a failure on the part of the bank to make a profit 
on the amount of the excess, that the next increase will entail a 
small loss, and that each subsequent increase will entail a greater 
and greater loss, there is far less chance that they will allow the 
bank to get into such a situation that it will be compelled to 
borrow excessively for any considerable time than would be the 
case if the bank had had no warning. At the same time the 
officers of the bank would know that if in spite of their efforts 
to avert them unexpected conditions should arise relief would 
be obtainable first at the price of foregoing profits and afterwards 
at the price of a loss, the magnitude of which could be controlled 
by prudent action on their part. 

Objections to the Law as Amended. On the other hand, the 
amendment to the Act’ as passed is not as effective as it might 
be. As has already been intimated, there are times and seasons 
during which it is entirely proper for banks to borrow, even to 
a very considerable degree, in due proportion to their resources, 
to meet the seasonal requirements of their customers growing 
out of agricultural or commercial transactions. Within reason- 
able limits it is no reflection on a bank during its heavy 
season of expansion to borrow a very large amount, provided 
that amount (in addition to its own resources) is necessary to 
meet the seasonal demands of its customers which will be 
promptly liquidated to such an extent that the bank is able at 
other times to have no money borrowed for considerable periods. 
In almost every Federal reserve district, and particularly in some 
‘of them, the seasons vary in different parts of the district and 
with different member banks in the same parts of the district. 
That is to’say, some member banks will need to expand their 
loans at one time of the year, while others will expand at another 
time of the year. This balancing of seasons is a great advan- 
tage, as it enables the Federal reserve bank to use the surplus 
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in one part of the district to supply the needs of another and to 
shift the loans as the burden is shifted. 

Under the amendment to the Act as passed graduated discount 
rates could not be applied to different banks in the same district 
at different times of the year. The Federal reserve bank could 
adopt graduated discount rates for a part of the year and aban- 
don them for another part of the year, but while in force they 
would have to be applied to all banks uniformly and without 
regard to any seasonal variation which might apply to different 
banks. 

There is another phase of the question which is of great im- 
portance, though fortunately it does not arise with great fre- 
quency. Sometimes there is a failure of a bank through bad 
management. The immediate effect of such a failure is to cre- 
ate distrust of banks in the neighborhood of the failed bank. 
This always results in some loss of deposits and sometimes in a 
run on a perfectly good bank. Under such circumstances a good 
bank (if a member), and particularly if its officers have been 
careful and conservative and the paper held by it is sound, should 
be given the largest possible measure of assistance in meeting 
the run and preventing disaster to itself, and this assistance should 
be given without penalty for excessive borrowing. Such a thing 
would be impracticable if graduated discount rates were in force 
at the time. 


Graduated or progressive discount rates were adopted in four 
of the Federal reserve districts as follows: 


Atlanta—From May 31, 1920, to November 1, 
1920. : 
St. Louis—From May 26, 1920, to June 23, 1921. 

Kansas City—From April 19, 1920, to August 
‘bead 8S adie 

Dallas—From May 21, 1920, to February 
15) 1e20. 


In the case of the first three banks mentioned the basic line 
was calculated in the manner already described. In the case of 
the Dallas bank the basic line was determined by the paid-up 
capital and unimpaired surplus of the borrowing bank. In each 
case substantial exceptions were made—that is to say, a consid- 
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erable portion of the borrowings of the member bank was not 
counted in determining the amount of the excess line. These 
were usually borrowings on account of Government securities, 
and in some cases agricultural paper. It cannot be said that 
the experience of any of the banks was entirely satisfactory, and 
much criticism of the Federal Reserve System has grown out of 
the imposition of progressive rates, chiefly because the conditions 
were not generally understood and in some cases because the 
effects have been greatly exaggerated in newspaper reports. 


The Exercise of Discretion in Granting Loans. The second 
method of controlling credit otherwise than by an increase in 
the rediscount rate applicable to all member banks in the district 
is the exercise of discretion on the part of the Federal reserve 
bank in accepting or refusing rediscounts. This method has been 
followed by the Federal Reserve Bank of Richmond, in the case 
of excessive borrowers having more than an equitable share of 
the resources of the bank, wherever necessary since the estab- 
lishment of the bank. While the Richmond bank did not adopt 
progressive discount rates, it did promptly adopt the idea of a 
normal or basic line, and ever’since the passage of the amend- 
ment on April 13, 1920; it has regularly calculated the basic line 
of every borrowing member bank, using that basic line as a con- 
venient unit of comparison to demonstrate to a bank the relative 
extent of its borrowing. In every case in which a member bank 
has borrowed continuously or has exceeded its basic line in a 
considerable amount and for a considerable period, the matter 
has been taken up with the officers of the bank. To illustrate the 
liberality of the reserve bank, however, we will say that many 
times the basic line was discounted for a large number of: 
banks according to the measure of their necessities. As has al- 
ready been stated, careful analyses are made of the reports of 
examination, whether made by the examiners of the Federal re- 
serve bank or the national bank examiners. Records are kept by 
which the deposits and loans of member banks may be compared 
over periods of years. The season of expansion and the season 
of contraction, both with respect to deposits and loans to cus- 
tomers, are noted. The condition of the bank and the character 
of its management is kept track of. In serious cases the offi- 
cers of the bank are called to Richmond for conference or some 
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qualified representative of the Federal reserve bank will visit the 
member bank and discuss its condition and prospects and man- 
agement with its officers and directors. In other words, every 
-possible means is taken to guide and induce the bank to keep 
within safe limits. In some cases boards of directors have been 
required to guarantee advances to the member banks when loans 
have amounted to several times the basic line and the officers 
seemed unable to reduce them to safer proportions. In such 
cases the chief object has been to secure the cooperation of the 
directors in the management of the bank, and the results have 
been exceedingly gratifying and mutually satisfactory. 

This policy, of course, has involved an expenditure of a con- 
siderable amount of thought and energy on the part of the off- 
cers and many employees of the Federal reserve bank. If done 
regularly and systematically, however, it does not involve an un- 
reasonable expenditure and the results accomplished will amply 
justify the policy. Not only have a number of banks been saved 
from considerable embarrassment and possible disaster, but many 
officers of banks have expressed their sincere appreciation of the 
assistance rendered and have been able to place the business of 
their institutions on a sounder and more profitable basis than 
ever before. 

Conditions in This and in Other Countries Compared. It 
has been frequently stated that the Federal Reserve System is a 
growth and not an invention—that it is the application to condi- 
ions existing in the United States of America of those principles 
which have been tried and found to be sound by the bankers of 
all other important commercial countries. This statement, which 
is measurably true, has frequently led, however, to a comparison 
of our methods with those which obtain in other great commer- 
cial countries, particularly in England. And in making these com- 
parisons differences in the conditions existing in the two coun- 
tries have been minimized, if not entirely overlooked. 

Broadly speaking, in England banking is done by a very few 
large banks, each one of which has a great many branches, the 
numbers running in some cases well up into the hundreds. In 
each such organization the policy is determined largely, if not 
entirely, by the head office and is uniformly followed by all the 
branches. Each organization has behind it a long history and a 
formidable accumulation of tradition. Moreover there is no rad- 
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ical variation in the policies adopted by each head office and fol- 
lowed in each case by all branches, so that there is more or less 
uniformity of response to certain conditions. 

In this country banking is done by thirty thousand (more or 
less) independent organizations. Some of these are large and 
have nation-wide or even world-wide connections. Others are 
extremely small and are managed by persons whose knowledge 
of general conditions is necessarily limited. Between these two 
extremes we have every variety of size and ability to cope with 
unusual conditions. Under these circumstances it is inconceiv- 
able that a new condition, like an increase in the discount rate, 
will have the same general effect in this country that it would 
have in England. In this and in many other questions which 
present themselves from time to time in connection with the 
growth and development of the Federal Reserve System too much 
attention cannot be paid to the truth that a certain force which 
has a certain effect on the banking world in England, France, 
Canada, etc., will not necessarily have the same effect on the 
banks of the United States. Account must always be taken of 
the fact that each bank in the United States is managed by its 
own officers and directors and that much variety may be expected 
in the reaction of different groups to the same stimulus. 


QUESTIONS AND EXERCISES 


1. What classes of paper may a Federal reserve bank rediscount? 
2. What are the duties of the Federal Reserve Board and of the Federal 
reserve banks with respect to rediscounts? 

3. What data are used in arriving at the eligibility and desirability of a 
commercial paper? 

. What are the legal limitations to rediscounting? 

How is paper indorsed by a non-member bank handled? 

. Distinguish between agricultural paper and commercial paper. 

. What is self-liquidating paper? 

. What are the factors involved in the determination of the rediscount rate? 

. Are’ rates uniform for a particular type of commercial paper throughout 
the country? Why? 

_ 10. What are the objections to graduated rediscount rates? 


CHAPTER X 
BANKERS’ ACCEPTANCES * 


Tue banker according to arrangements made with the 
-buyer of goods writes his name and the word “Accepted” 
across the draft drawn by the seller and thus creates a 
banker’s acceptance. The banker’s credit is more salable 
and his acceptance provides a broader market for the in- 
strument. The banker’s acceptance is not a new credit 
instrument, but is new in the United States. Prior to the 
Federal Reserve Act, national banks could not legally 
accept them. This was a handicap to the development of 
the money market and to trade, but due to our disorgan- 
ized banking practices and lack of knowledge of credit 
and banking it may have been a blessing in disguise. 

Since the Federal Reserve Act became effective, the 
bank acceptance has gone through many steps in evolu- 
tion as presented in detail by the foregoing analysis. It 
is particularly interesting to note that we could not copy 
the procedure followed in Europe and succeed; contin- 
uous adjustments to meet our own environment and 
needs have been necessary. 

The acceptance: has given an impetus to our foreign 
trade and dollar exchange. The continued progress along 
these lines is limited mainly by the lack of foreign 
branches of American banks, and our inadequate foreign 
financial relations and knowledge of foreign exchange. 
—[Ed. Note.] 


Creation of One Type of Bankers’ Acceptance. 


* Federal Reserve Bank of Richmond (Letter No. 12, March, 1923). 
312 


Let us 
assume, however, that the seller, A, does not desire or is not satis- 


fied to deliver the goods to the buyer, B, and to take in return the 
bare obligation of B as represented by his acceptance of the draft 
drawn on him by A. Or it may be that the seller, A, wishes to 
obtain in exchange for his goods a negotiable instrument which 
will have a more ready sale or which can be sold at a more ad- 
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vantageous rate either to his own bank or to some other purchaser 
than can his draft drawn upon and accepted by B. In such case B 
would go to his banker and request him to accept A’s draft in his 
stead. A then, instead of drawing his trade acceptance draft upon 
B, the purchaser of the goods, would draw his draft upon B's 
banker, and upon acceptance by B’s banker the instrument would 
become what is known as a bankers’ acceptance. 

As a matter of fact, when B goes to his banker to make the 
arrangement referred to he would deposit with his banker his 
agreement to provide the banker with funds to meet the acceptance 
at maturity, and as security for such a contract he would deposit 
or agree to deposit with his banker satisfactory collateral. Usually 
this collateral would consist of shipping documents, warehouse 
receipts, etc., conveying title to the goods sold by A to B. The 
collateral, however, might, to a limited extent, consist of other . 
securities satisfactory to the banker, but in any case it is customary 
for the banker to receive some sort of satisfactory assurance that 
the proceeds of the goods when resold by B will be turned over to 
him to meet the obligation. 

As we shall see later, bankers’ acceptances can be created under 
a great variety of circumstances. For the present, however, it is 
sufficient for the student to keep in mind the fact that a typical 
‘bankers’ acceptance arises in connection with the sale or the trans- 
fer of marketable goods, that the banker takes the place on the bill 
of the purchaser of the goods, and that while title to the goods may 
be transferred to him as a matter of security he does not become 
the buyer in the sense that he will derive a possible profit from the 
sale of the goods at an increased price or that he may suffer a loss 
from the sale of the goods at a decreased price. Moreover, the 
banker is not making a loan of money, either to the buyer or the 
seller of the goods, but is lending his credit, in order that the 
seller may acquire in exchange for his goods a negotiable instru- 
ment accepted by one whose credit will enable the holder to dispose 
of it with greater ease or upon more advantageous terms than he 
could if the negotiable instrument taken were a trade acceptance 
accepted by the actual buyer of the goods. 

The Power to Accept. Prior to the passage of the Federal 
Reserve Act national banks had no power to accept drafts of the 
kind we are now considering, for the reason that such power had 
not been conferred upon them by the National Bank Act. Some 
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state banks had the power to accept, because such powers were 
specifically conferred by their charters, which were granted to 
them by the states in which they were organized, but unless they 
were specifically authorized to accept by their charters or by the 
laws of the states in which they were incorporated they had no 
such power. Private bankers, on the other hand, have always had 
the power to accept, and a certain amount of acceptance business 
was done in this country by them and by duly authorized banks 
and acceptance houses chartered under state law before the passage 
of the Federal Reserve Act. 

When the Federal Reserve Act was passed acceptance powers 
were granted to all national banks, with certain limitations and 
restrictions, which we will consider in detail later. Before doing 
so, however, it would be advisable to consider briefly the history 
of the bankers’ acceptance, at least in modern times, and for this 
purpose it will be necessary for us to recall certain phases of the 
development of banking in England, from which country so many 
of our laws and business practices are derived. As has already 
been pointed out, the framers of the Federal Reserve Act made a 
careful study of the principal banking systems of the world and 
incorporated in the Federal Reserve System those principles and 
practices that seemed desirable because of their successful opera- 
tion and because of their adaptability to banking conditions in the 
United States. 

Why England Has Produced the World’s leading Bankers. 
For centuries London has been regarded as the leading market of 
the world, as well as the world’s most important financial center. 
From time immemorial England has been a seafaring nation and 
its ships have traded with every important port in the world. It 
is therefore easy to see why London and other English ports have 
come to be regarded as important markets with world-wide con- 
nections. In addition to this England has never suffered seri- 
ously from a foreign invasion since the days of William the Con- 
queror, and there has been no internal revolution of sufficient 
importance to create serious alarm since the accession of William 
and Mary upon the abdication of James II. 

“In consequence,” wrote Macaulay three-quarters of a century 
ago, “partly of our geographical and partly of our moral position, 
we have, during several generations, been exempt from evils which 
have elsewhere impeded the efforts and destroyed the fruits of 


BANKERS’ ACCEPTANCES me hs, 


industry. While every part of the Continent, from Moscow to 
Lisbon, has been the theatre of bloody and devastating wars, no 


hostile standard has been seen here but as a trophy. While revolu- . ” 


tions have taken place all around us our government has never once 
been subverted by violence. During a hundred years there has 
been in our island no tumult of sufficient importance to be called an 
insurrection. The law has never been borne down either by 
popular fury or by regal tyranny. Public credit has been held 
sacred. The administration of justice has been pure.” 

For many generations, therefore, London (which for even a 
greater time has been one of the world’s leading markets) has 
been properly regarded as a safe place for the deposit of gold and 
silver bullion. Now gold and silver have long been regarded as 
the ultimate means of settling debts. In latter years gold has 
been supreme and silver has taken a minor position. It is not 
strange, therefore, that at this great market place and at this safe 
depository for the substance in which final settlements are made, 
there should have grown up that complicated system of credits 
based upon gold with which the banking business has primarily 
to deal. It is not strange that the English bankers should have | 
become preeminent and that the banking business should have 
developed there to a higher degree than in any other country. 
Neither is it strange that the United States, in framing the Federal 
Reserve Act, should have looked to the progress and experience of 
the English banker for guidance. 

In order to properly understand the evolution of banking in 
England it is necessary that the following facts be kept clearly 
in mind: As we have already seen, a private individual, and of 
course a combination of two or more private individuals operating 
as a partnership in any given line of business, can exercise all 
powers necessary to the conduct of the business, except in so far 
as those powers may be restricted by the common law, which is 
the expression of immemorial custom, or by statute law, which is 
the express declaration of the legislative bodies having jurisdiction 
in the premises. On the other hand, corporations operating in the 
same line of business, being artificial persons created by legis- 
lative authority, have only those powers that are specifically con- 
ferred upon them in their charters or by the statute laws passed 
with respect to them. The banking business of England was first 
carried on by private bankers. In some cases these private bankers 
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were single individuals, but in others they were partnerships con- 


- sisting of two or more persons. In the early days of the nineteenth - 


century, and in some cases even at an earlier date, much of the 
banking in England, and also in Scotland and Ireland, was done 


by what is known as joint stock banks. These, however, were not _ 


corporations in the sense in which we understand the term. They 
were in reality partnerships in which each stockholder had an in- 
terest in the property and profits of the association as measured by 
his contribution to the cash capital employed, but with reference 
to which each stockholder had an unlimited liability with respect 
to debts and losses. In 1858 (to go back no further) a statute was 
passed in England which enabled the then existing joint stock 
banks to place certain limits upon their stockholders’ liability. Ap- 
parently few of the joint stock banks took advantage of the priv- 
ilege. In 1878, however, the failure of the City of Glasgow Bank 
was the cause of such widespread disaster that another statute was 
passed in 1879 under which many of the joint stock banks adopted 
the principle of limited liability. . 

From very early times there developed in England a strong 
tendency to the establishment of a relatively small number of large 
banks with branches, rather than a system of relatively small but 
independent banks. During the early part of the nineteenth cen- 
tury this tendency was very marked, though even in that day there 
‘were many small banks with single places of business. As time 
went on, however, the tendency to consolidate became more 
marked, and during the period from 1910 to 1921 British banking 


underwent vast changes in the direction of amalgamation. To-day . 


by far the larger portion of the banking business of the United 
Kingdom is done by five large institutions, each one of which is 
composed of many separate private banks and joint stock banks 
which have been absorbed from time to time and each one of which 
is operating through numerous branch offices scattered throughout 
the kingdom. 

The special point to which we wish to direct attention at this 
time is that that part of the banking business which involves the 
creation and use of the bankers’ acceptance has developed during 
the last two or three centuries in England under conditions which 
left the makers of and dealers in bankers’ acceptances practically 
free to do what they pleased—and take the consequences. It is 
needless to say that many mistakes have been made. The pathway 
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of the bankers’ acceptance in England has been strewn with 
wrecks resulting from those mistakes. But the consequence is that 
English bankers are now thoroughly acquainted with the possibili- 
ties of the business and with the limitations of the business. The 
chief acceptors are the large banks and other financial institutions, 
each one of which has behind it a long history and many traditions. 
The dealers in acceptances and their customers who are the pur- 
chasers of acceptances constitute a large body of well-informed 
men, so that it is safe to say that even without legal restrictions 
bankers’ acceptances on an improper or unsafe basis are not 
likely to be offered in the English market, and if offered their weak 
points would not remain long undetected. . 


The limitations and restrictions laid down in the Federal Re- 
serve Act and in the regulations of the Federal Reserve Board are 
merely the buoys intended to mark the safe course in the exercise 
of the acceptance privilege conferred upon national banks by the 
Federal Reserve Act. 

It is of course conceivable that the acceptance privilege could 
have been granted to the national banks without any restrictions 
whatever, and that in the course of time experience would have 
taught American bankers to act only within proper limits; but ex- 
perience is a dear school, and the American banker should be 
exceedingly grateful that a method has been devised by which he 
can gain the benefit of the enormous price which our English 
cousins paid for the same lesson during the last two centuries or 
more. Moreover, we should not lose sight of the fact, already 
pointed out in a different connection, that the business of banking 
has developed in the United States under lines radically different 
from the lines of development in other large commercial countries. 
Our banking system is still essentially that of many thousands of 
independent bankers, each acting on his own judgment. Therefore, 
without that guidance which is expressed in the restricting passages 
of the law and the regulations we would have been exposed in a 
signal manner to the effects of multitudinous mistakes of judg- 
ment which in all probability would not only have made our, 
progress slow, painful, and costly, but which might have gone so 
far as to discredit the bankers’ acceptance and prevent its use on 
any large scale for many years. 

The Power to Accept as Conferred by the Act. Section 13 
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of the Federal Reserve Act covers the acceptance powers conferred 
upon member banks. This section also contains certain powers 
with reference to the rediscounting of bankers’ acceptances by 
Federal reserve banks for member banks which have come into 
possession of such acceptances, and Section 14 of the Act embraces 
powers of Federal reserve banks with reference to open-market 
purchases of bankers’ acceptances. The text of the Act with refer- 
ence to rediscounts and open market purchases will be considered 
in our next letter. In this letter we will confine our attention 
to the provisions of Section 13 covering the acceptance powers of 
member banks. The provisions of the Act as originally passed 
(December 23, 1913) with reference to the acceptance privilege 
were very brief and were as follows: 

Any member bank may accept drafts or bills of exchange drawn upon 
it and growing out of transactions involving the importation or exportation 
of goods having not more than six months sight to run; but no bank shall 


accept such bills to an amount equal at any time in the aggregate to more 
than one-half its paid-up capital stock and surplus. 


Section 13 as originally passed contained a provision amending 
Section 5202 of the National Bank Act. Section 5202 limits the 
total amount of indebtedness or obligation which a national bank- 
ing association may incur to 100 per cent of its capital stock, with 
certain exceptions. The effect of the amendment referred to was 
to add to these exceptions “liabilities incurred under the provisions 
of the Federal Reserve Act.” Since the right to accept within 
the limits prescribed is conferred by the Federal Reserve Act, the 
obligations which a national bank incurs by accepting are not sub- 
ject to the limitations of Section 5202, but are in addition to the 
exceptions of Section 5202. On the other hand, long before 
the passage of the Federal Reserve Act national banks could dis- 
count or purchase bankers’ acceptances accepted by private bankers, 
regular acceptance houses, or state banks authorized by their char- 
ters or the general laws of the states in which they were located to 
accept. Moreover, national banks could sell such acceptances 
with their endorsements or could rediscount them with other banks 
with their endorsements. In any such case, however, the endors- 
ing bank had created an obligation subject to the limitations of 
Section 5202. The passage of the Federal Reserve Act conferred 
no new power upon national banks in this particular. Therefore, 
Section 5202 is still operative with respect to liability which a 


BANKERS’ ACCEPTANCES 319 


national bank incurs by rediscounting or selling with its endorse- 
ment a bankers’ acceptance or any other negotiable instrument, ex- 
cept those rediscounted with a Federal reserve bank. 

On October 22, 1919, Section 5202 was further amended to in- 
clude as an additional exception “liabilities created by the endorse- 
ment of accepted bills of exchange payable abroad actually owned 
by the endorsing bank and discounted at home or abroad.” 

Section 13 has been amended twice with respect to the accept- 
ance powers of member banks. As originally passed, member 
banks were allowed to accept only in the case of transactions grow- 
ing out of the importation or exportation of goods. On September 
7, 1916, an amendment was passed allowing acceptances to be 
created in connection with domestic as well as with foreign trans- 
actions. At the same time another provision was added to Section 
13 allowing acceptances to be created in connection with foreign 
transactions. At the same time another provision was added to 
Section 13 allowing member banks to accept for the purpose of 
creating dollar exchange. On June 21, 1917, Section 13 was still 
further amended with respect to foreign and domestic acceptances 
and authorized the Federal Reserve Board under certain conditions 
to enlarge the acceptance powers of certain member banks. 

We will not undertake to follow all these changes from one 
amendment period to the next but will quote here those portions 
of Section 13 which confer and limit the acceptance powers of 
member banks as they stood after the amendment of June 21, 
1917; no further changes were made in these portions of the Act 
prior to January 1, 1923: 


Paragraph 5 (June 21, 1917): “Any member bank may accept drafts or 
bills of exchange drawn upon it having not more than six months sight to 
run, exclusive of days of grace, which grow out of transactions involving 
the importation or exportation of goods; or which grow out of transactions 
involving the domestic shipment of goods provided shipping documents 
conveying or securing title are attached at the time of acceptance; or which 
are secured at the time of acceptance by a warehouse receipt or other such 
document conveying or securing title covering readily marketable staples. 
No member bank shall accept, whether in a foreign or domestic transaction, 
for any one person, company, firm, or corporation to an amount equal at 
any time in the aggregate to more than ten per centum of its paid-up and 
unimpaired capital stock and surplus unless the bank is secured either by 
attached documents or by some other actual security growing out of the 
same transaction as the acceptance; and no bank shall accept such bills to 
an amount equal at any time in the aggregate to more than one-half of its 
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paid-up and unimpaired capital stock and surplus: Provided, however, That 
the Federal Reserve Board, under such general regulations as it may 
prescribe, which shall apply to all banks alike regardless of the amount of 
capital stock and surplus, may authorize any member bank to accept such 
bills to an amount not exceeding at any time in the aggregate one hundred 
per centum of its paid-up and unimpaired capital stock and surplus: Pro- 
vided further, That the aggregate of acceptances growing out of domestic 
transactions shall in no event exceed fifty per centum of such capital stock 
and surplus.” 


Paragraph 15 (September 7, 1916): “Any member bank may accept drafts 
or bills of exchange drawn upon it having not more than three months’ 
sight to run, exclusive of days of grace, drawn under regulations to be 
prescribed by the Federal Reserve Board by banks or bankers in foreign 
countries or dependencies or insular possessions of the United States for 
the purpose of furnishing dollar exchange as required by the usages of 
trade in the respective countries, dependencies, or insular possessions. Such 
drafts or bills may be acquired by Federal reserve banks in such amounts 
and subject to such regulations, restrictions, and limitations as may be 
prescribed by the Federal Reserve Board: Provided, however, That no 
member bank shall accept such drafts or bills of exchange referred to in 
this paragraph for any one bank to an amount exceeding in the aggregate 
ten per centum of the paid-up and unimpaired capital and.surplus of the 
accepting bank unless the draft or bill of exchange is accompanied by 
documents conveying or securing title or by some other adequate security: 
Provided further, That no member bank shall accept such drafts or bills 
in an amount exceeding at the time the aggregate of one-half of its paid-up 
and unimpaired capital and surplus.” 


Regulations of the Board with Respect to Acceptances by 
Member Banks. Regulation A of the Federal Reserve Board 
relates to the scope and limitations of the rediscount powers of 
Federal reserve banks under Section 13 of the Act, while Regula- . 
tion B refers to the scope and limitations of the powers of Federal - 
reserve banks in open-market purchases. In so far as these two 
regulations cover the subject of bankers’ acceptances they will be 
examined in detail in our next letter. Regulation C is devoted to 
the acceptance powers of member banks and is divided into two 
sections, designated as A and B, respectively. 

After reciting the statutory provisions embodied in the fifth 
paragraph of Section 13 of the Federal Reserve Act, Regulation C, 
Section A, provides as follows: 


A-II, Regulations 


1. Under the provisions of the law referred to above the Federal Reserve 
Board has determined that any member bank, having an unimpaired surplus 
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equal to at least 20 per centum of its paid-up capital, which desires to 
accept drafts or bills of exchange drawn for the purposes described above, 
up to an amount not exceeding at any time, in the aggregate, 100 per centum 
of its paid-up and unimpaired capital stock and surplus, may file an applica- 
tion for that purpose with the Federal Reserve Board. Such application 
must be forwarded through the Federal reserve bank of the district in which 
the applying bank is located. 

2. The Federal reserve bank shall report to the Federal Reserve Board 
upon the standing of the applying bank, stating whether the business and 
banking conditions prevailing in its district warrant the granting of such 
applications, 

3. The approval of any such application may be rescinded upon 90 days’ 
notice to the bank affected. 


Section B of Regulation C, after reciting the statutory provi- 
sions contained in paragraph 15 of Section 13 of the Federal Re- 
serve Act, provides as follows: 


B-II. Regulations 


Any member bank desiring to accept drafts drawn by banks or bankers in 
foreign countries or dependencies or insular possessions of the United States 
for the purpose of furnishing dollar exchange shall first make an application 
to the Federal Reserve Board setting forth the usages of trade in the 
respective countries, dependencies, or insular possessions in which such banks: 
or bankers are located. 

If the Federal Reserve Board should determine that the usages of trade 
in such countries, dependencies, or possessions require the granting of the 
acceptance facilities applied for, it will notify the applying bank of its 
approval and will also publish in the Federal Reserve Bulletin the name or 
names of those countries, dependencies, or possessions in which banks or 
bankers are authorized to draw on member banks whose applications have 
been approved for the purpose of furnishing dollar exchange. 

The Federal Reserve Board reserves the right to modify or on 90 days’ 
notice to revoke its approval either as to any particular member bank or as 
to any foreign country or dependency or insular possession of the United 
States in which it has authorized banks or bankers to draw on member banks 
for the purpose of furnishing dollar exchange. 


Analysis of Provisions of the Law and the Regulations of 
the Board Governing Acceptance Powers. It will be evident 
to the student that paragraphs 5 and 15 of Section 13 of the Fed- 
eral Reserve Act and the regulations of the Federal Reserve 
Board applicable thereto (which have all been quoted) comprise a 
number of separate statements, some of which are closely inter- 
woven. ... 

The student should remember that no given acceptance problem 
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can be solved by the application of any one of the following prin- 
ciples, since even the simplest example will involve several of them. 
While it is felt that the following analysis may promote a clearer 
understanding of each separate factor, in a practical application we 
should consider at the same time, and as modifying each other, all 
the factors applicable to the problem under consideration. More- 
over, we have endeavored to indicate the extreme limits allowed 
by law. When we take up the subject of open-market operations 
it should be clear that it is seldom, if ever, advisable to go to 
extreme limits. 

Provisions Applicable to National Banks. 1. A national 
bank derives its power to accept solely from the provisions of the 
Federal Reserve Act. It is, therefore, limited both as to the char- 
acter and scope of its acceptance powers by the expressed and 
implied limitations of the Act. 

2. National banks are authorized to accept in connection with 
four general classes of transactions, as follows: 


(a) The importation or exportation of goods, including ship- 
ments between foreign countries. 

(b) The domestic shipment of goods. 

(c) The domestic storage of readily marketable staples. 

(d) For the purpose of creating dollar exchange. 


3. In cases (a), (b), and (c) the time limit for any acceptance 
is six months, exclusive of days of grace, while in (d) the time 
limit is three months, exclusive of days of grace. Contracts to 
accept may extend beyond those periods, but the time within which 
the acceptances are payable may not. 

4, The total amount of acceptances under (a), (b), and (c) 
outstanding at any one time must not exceed 50 per cent of the 
capital and surplus of the accepting bank, unless permission has 
been granted by the Federal Reserve Board to exceed that amount. 

5. With the permission of the Federal Reserve Board a member 
bank may have outstanding at any one time acceptances under (a), 
(b), and (c) aggregating an amount equal to 100 per cent of its 
capital and surplus, but in no case must those under (b) and (c) 
combined exceed 50 per cent. 

6. Permission to accept in cases (a), (b), and (c) up to 100 per 
cent will be granted by the Federal Reserve Board only when the 
member bank has an unimpaired surplus equal to at least 20 per 
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cent of its capital and when the condition of the member bank is 
satisfactory to the board, and when, in the opinion of the board, 
business and banking conditions in the district of the applying 
member bank warrant the granting of such privilege. 

7. The drawer of the acceptance in cases (a), (b) or-(c) must 
be some person (an individual, firm, or corporation) having some 
legitimate connection with the transaction underlying the accept- 
ance, such as the buyer or seller, or the owner of the goods in- 
volved. 

8. Acceptances under (d) outstanding at any one time can equal 
(but must not exceed) 50 per cent of the capital and surplus of the 
accepting bank. This limit is in addition to, and in no case a part 
of the limits referred to in, 4 and 5. 

9. The drawer of the acceptance under (d) must be a bank 
or banker doing business in some foreign country or dependency 
or insular possession of the United States, between which and the 
United States the Board has determined that the usages of trade 
are such that the drawing of such acceptances is necessary. 

10. Before accepting under (d)—for the purpose of creating 
dollar exchange—it is necessary for the member bank to make 
application to the Federai Reserve Board, in accordance with ~ 
Section B-II, Regulation C. Such application, if granted, may be 
subsequently modified, or on ninety days’ notice revoked, as to any 
particular accepting bank or any foreign country, dependency, or 
insular possession of the United States. Approval of the board as 
to the bank or banker drawing the acceptance is not required. The 
board has approved the drawing of dollar exchange acceptances by _ 
banks or bankers in Australia, Argentina, Bolivia, Brazil, British 
Guiana, British Honduras, Chile, Colombia, Costa Rica, Cuba, 
Dutch -Guiana, Dutch East Indies, Ecuador, French Guiana, 
French West Indies, Guatemala, Honduras, Nicaragua, Panama, 
Paraguay, Peru, Porto Rico, San Salvador, Santo Domingo, Trini- 
dad, Uruguay, Venezuela, New Zealand, and other Australasian 
dependencies, but has withheld approval in the cases of England 
and France on the ground that in those cases the necessity does 
not exist. 

11. There is no limit to the amount which a member bank may 
accept for any one customer (the taker of credit) except the limit 
for the class in which the acceptance falls, but in this connection 
see 12, 13, 14, and 15. 
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12. An acceptance under (a) must grow out of a transaction or 


transactions involving the shipment of goods between the United — 


States and some foreign country, or between the United States 
and any of its dependencies or insular possessions, or between 
foreign countries. The amount accepted for any one customer 
must in no case exceed 10 per cent of the accepting bank’s capital 
and surplus, unless the accepting bank holds some actual security 
growing out of the transaction (such as bills of lading, warehouse 


receipts, trade acceptances, etc.) for the excess above 10 per cent. - 


13. An acceptance under (b) must grow out of some transac- 
tion or transactions involving the shipment of goods within the 
United States and must be secured at. the time of acceptance by 
shipping documents. Such securities may be released on trust re- 
ceipt of the owner of the goods or otherwise to the extent of but 
not beyond 10 per cent of the capital and surplus of the accepting 
bank, in the case of any one customer. 

14. An acceptance under (c) must be secured at the time of 
acceptance by warehouse, terminal, or other receipts or documents 
conveying or securing title to readily marketable staples awaiting 
reasonably prompt sale or consumption in the orderly processes of 
trade or manufacture. In any case in which acceptances under 
(c) are made and outstanding for any one.customer to an amount 
exceeding 10 per cent of the capital and surplus of the accepting 
bank the accepting bank may remain secured throughout the life 
of the acceptance or acceptances in excess of the 10 per cent limit 
by the same or some other security growing out of the transaction 
or transactions involved. Within the 10-per-cent limit warehouse 
receipts and other securities may be released upon the trust re- 
ceipt of the owner of the goods or otherwise.* 


* While the law fixes the limits of the privileges of national banks in 
accepting in cases (a), (b), and (c), the Federal Reserve Board has power 
to make regulations defining the character of bills which Federal reserve 
banks may rediscount or purchase in the open market, and the Board has 
definitely and specifically ruled that Federal reserve banks may not purchase 
acceptances based upon the domestic storage of readily marketable staples, 
unless the accepting bank is to remain fully secured in each case throughout 


the life of the acceptance. Therefore, if and when member banks release ~ 


the security within the 10 per cent limit, which they are permitted to do by 
law, they must bear in mind that Federal reserve banks are nevertheless 
not permitted to buy acceptances upon which the security has been so 
released. It is fair to assume that member banks will not willfully ignore 
this fact and thereby make acceptances which cannot be rediscounted or 
purchased by a Federal reserve bank. 


ss 
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15. Acceptances under (d) made for any one drawer must not 
at any time exceed 10 per cent of the capital and surplus of the 
accepting bank, unless the excess is secured by documents convey- 
ing or securing title to the commodity involved or by some other 
adequate security. 

16. A comparison of the language used in paragraph 5 of Sec- 
tion 13 of the Act with the language used in paragraph 15 of 
Section 13 will disclose the fact that while the law itself fixes the 
limits of the acceptance privilege conferred upon national banks in 
connection with imports and exports, domestic shipments, and the ~ 
_ domestic storage of readily marketable staples, certain limitations 
of the acceptance powers of national banks with respect to bills 
drawn for the purpose of furnishing dollar exchange are left to 
the discretion of the Federal Reserve Board. “Any member bank 
may accept drafts or bills . . . drawn under regulations to be 
prescribed by the Federal Reserve Board . . . for the purpose of 
furnishing dollar exchange . . .”. The board could therefore from 
time to time make regulations governing this acceptance privilege 
and not inconsistent with the provisions of the Act, and such regu- 
lations, if made, would apply to all cases in which permission had | 
been previously given to accept for the purpose of furnishing dollar 
exchange. 

The Status of State Bank Members. 17. A state bank mem- 
ber is not authorized to accept unless such authority is conferred by 
its charter or the laws of the state in which it is operating. 

18. The acceptance powers conferred upon a state bank member 
by its charter or the laws of its state are not altered or abridged by 
the Federal Reserve Act, except as follows: A state bank member 
cannot without the permission of the Federal Reserve Board accept 
in cases (a), (b), and (c) to an aggregate amount at any one time 
beyond 50 per cent of its capital and surplus. With the permission 
of the Federal Reserve Board it can accept in these cases up to 
100 per cent of capital and surplus, but in no case to an amount 
greater than 50 per cent in cases (c) and (d) combined. More- 
over, the restrictions already stated with reference to accepting to 
an amount greater than 10 per cent of capital and surplus for any 
one customer will apply to a state bank member as well as to a 
national bank. A state bank member cannot accept for the pur- 
pose of creating dollar exchange unless authorized to do so by its 
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charter or the law of its state and subject to the restrictions of its _ 
charter or state law. In any event it cannot accept for any one 
bank or banker an amount greater than 10 per cent of its capital 
and surplus, unless the draft is secured (as in the case of a national 
bank), and the aggregate amount of its acceptances made for the 
purpose of creating dollar exchange and outstanding at any one 
time cannot exceed 50 per cent of its capital and surplus.* 

Abstracts of Pertinent Rulings by the Federal Reserve 
Board. 19. The Federal Reserve Board has defined a. readily 
marketable staple to’ be “an article of commerce, agriculture, or 
industry of such uses as to make it the subject of constant dealings . 
in ready markets with such frequent quotations of price as to make 
(a) the price easily and definitely ascertainable and (b) the staple 
itself easy to realize upon by sale at any time.” . 

20. While acceptances should not be made subject to renewal, 
it is not necessarily improper to renew an acceptance at its matur- 
ity. In every case of renewal, however, the circumstances should 
be such that a new acceptance could be created without violation of 
the law or of the rulings of the board. 

21. It is not illegal for a bank to purchase its own acceptances. 
When this is done, however, they cease to be acceptances and be- 
come direct loans to the drawer or drawers, and as such subject to 
the limitations of Section 5200, though they need not at the same 
time be considered as a part of the bank’s outstanding acceptances, 
the limits of which are fixed by Section 13 of the Federal Reserve 
Act. In case such a purchased acceptance is sold before maturity 
it ceases to be a loan and acquires again the status of an outstand- - 
ing acceptance. ; 

22. Accommodation acceptances, or acceptances the proceeds of 
which are to be used in making advances to other persons, are not 
authorized by the Act or the regulations. LEvery acceptance, 
whether domestic or foreign, should be made in connection with 
some agricultural, industrial, or commercial transaction and should 


; * The state bank member, if authorized to do so by its charter or the 
laws of its state, may accept in transactions involving the domestic storage 

of goods sold or held under contract of sale, even though the goods may not 
comply with the accepted definition of a readily marketable staple, which 
privilege is not enjoyed by a national bank. As will also be seen, such 
acceptances are, under interpretation of the law by the Federal Reserve 
Board, eligible for purchase in the open market by a Federal reserve bank, 
though they are not eligible for rediscount by a Federal reserve bank. 
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be capable of liquidation at or before maturity out of the proceeds 
of the transaction. 

23. When a dealer is engaged in producing the same character ~ 
of goods for export and for domestic use the member bank accept- 
ing his draft drawn to finance export transactions should require 
proper assurance that the proceeds of the draft are to be used in 
connection with such export transactions and that the acceptance 
- will be paid out of the proceeds of the sale of goods exported. 

24. Member banks are not authorized to accept drafts or bills 
secured by chattel mortgages on cattle, on the ground that in the 
case of chattel mortgages the borrower retains possession of the 
goods and merely vests the legal title as security for the debt. 

25. Any draft which is drawn against readily marketable staples 
held for speculative purposes or to be held for an indefinite period 
of time, without the purpose to sell, ship, or manufacture within a 
reasonable time, is not considered eligible for acceptance by a mem- 
ber bank. Drafts or bills drawn by a cotton factor and secured by 
cotton lodged with him for sale are not eligible for acceptance 
by member banks where it is the purpose of the drawer to use the 
proceeds of the draft for making advances to customers whose 
cotton he holds for sale.* 

Examples of Banker’s Acceptance Usage. In the following 
examples we will illustrate the creation of bankers’ acceptances in 
connection with imports, exports, the domestic shipment of goods, 
the domestic storage of goods, and for the purpose of furnishing 
dollar exchange. In order that each example may be as simple as 
possible and therefore easily understandable, we will not indicate 
all the different ways in which certain steps could be taken. It 
should be remembered, however, that within the limits prescribed 
by the law and the regulations of the board, and even within the 

* Under an amendment to the Federal Reserve Act, approved March 4, 
1923, notes, drafts, and bills of exchange of factors are made eligible for 
rediscount, provided they have been issued for the purpose of making 
advances exclusively to producers of staple agricultural products in their 
raw state. It will of course be necessary in each case for the Federal 
reserve bank to which such paper is offered for rediscount or purchase to 
satisfy itself that the proceeds have been used or will be used exclusively 
for the purpose as specified in the amendment to the Act; and it will also 
be necessary to determine in each case whether the warehouse laws of the 
state in which the paper is made payable or in which the staple agricultural 
product is stored are such as to give the holder of the paper a lien on the 


commodity. The Federal Reserve Board has not yet amended its regulations 
or issued new regulations governing cases affected by this amendment. 
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occasionally somewhat narrower limits fixed by experience and the 
best practice, many variations are possible. 

An Acceptance Involving the Importation of Goods Where 
the Importer is the Taker of Credit and the Exporter is the 
Drawer of the Draft. An American importer wishing to pur- 
chase goods manufactured in England and to finance the purchase 
through the use of the credit of his bank would first determine the 
quantity, price, the necessary terms, and the party from whom the - 
purchase is to be made. He would then apply to his bank for a_ 
letter of credit to be addressed to the English manufacturer. If 
the bank is satisfied with the credit of the importer the letter of 
credit is issued, in which the bank undertakes to accept upon pres- 
entation and to honor at maturity a draft drawn by the English 
manufacturer within the specified maturity and up to the specified 
amount, which draft is accompanied by bills of lading covering 
certain goods at a certain valuation, together with proper insurance - 
papers, consular invoices, etc. Upon the delivery of the letter of 
credit to the importer, who will forward it to the English manu- 
facturer and thereby secure the shipment of goods, the bank re-. 
quires the importer to execute for its protection an acceptance 
agreement which in effect guarantees the bank against any loss 
arising from the transaction and contains an undertaking to pro- 
vide the bank with funds with which to meet at maturity any drafts 
drawn in accordance with the terms of the letter. . 

Having shipped the goods and obtained proper bills of lading, 
insurance, etc., the English manufacturer attaches these documents, 
properly endorsed, to his draft on the American bank for the 
proper amount, in accordance with the terms of the letter of credit, 
and delivers the draft with documents attached to his bank, by 
which it is forwarded through an American correspondent or agent 
for acceptance and to be held for collection for account of the 
English manufacturer, or sold and the proceeds remitted for ac- 
count of the English manufacturer as he may direct. When the 
draft with documents attached is presented to the American bank 
for acceptance the American bank removes the documents convey- 
ing title to the goods, which it holds as security, and writes its 
formal acceptance across the face of the draft, undertaking pay- 
ment of the draft at maturity. The accepted draft is then returned 
to the party presenting it as agent for the English manufacturer 
and is disposed of as. has been indicated. 
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The terms of the draft should in general cover the time necessary 
for the transportation of the goods overseas and their delivery in 
this country, but it is often considered expedient to have the matur- 
ity include sufficient time for the inporter to dispose of the goods 
sometimes after packing, labeling, or even manufacturing to a 
limited extent goods as received. In no event, however, should the 
term of the draft exceed six months, although the term of the 
letter of credit may embrace a longer time. 

Under such circumstances, when the goods arrive the importer 
wishes to obtain possession of the shipping documents and through 
them of the goods. Should the bank surrender these documents 
it would have no security other than the promise of the importer 
to provide funds to meet the acceptance at maturity. Therefore, 
as a matter of prudent practice, the documents are surrendered 
only against a deposit of cash or other satisfactory security or upon 
trust receipt, if the credit of the importer is such as to require this 
procedure. In the acceptance agreement and in the trust receipt, 
if a trust receipt is used, the importer agrees that all funds re- 
ceived from the disposal of the goods will be placed in the hands of 
the accepting bank until the amount is sufficient to liquidate the 
acceptance at maturity and as the term of the draft usually covers — 
a sufficient time to allow for disposal and realization in the ordinary 
course of the transaction, the instrument may be termed self-liquid- 
ating because funds are provided for its liquidation through the 
consummation of the transaction in which it had its origin. 

If the total amount of drafts accepted and outstanding at any 
one time for the benefit of the same importer exceeds 10 per cent 
of capital and surplus of the accepting bank the bank must remain 
secured as to the amount in excess of the 10 per cent limit by the 
original security or some other security growing out of the import 
transaction. If shipping documents, terminal or warehouse re- 
ceipts representing the excess or any part of it are surrendered 
upon trust receipt, such trust receipt cannot be executed by the im- 
porter (the taker of credit) because under the regulations of the 
Federal Reserve Board a trust receipt held as security for the 
excess over the 10 per cent limit must be such as to insure at all 
times a continuance of an effective and lawful lien in favor of the 
accepting bank and must not permit the customer to have access to 
or control over the goods. 

An Acceptance Against an Importation of Goods in Which 
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the Importer is the Drawer of the Draft as Well as the Taker 


of Credit. In the preceding example the credit was arranged for ~ 


- by the American importer for his own benefit, but the draft was 
drawn by the English manufacturer. If the importer’s credit is 
sufficiently well established with the English manufacturer to make 
him willing to ship the goods upon the promise of the importer to 
honor his draft with shipping documents attached, the importer 
may obtain funds to meet the manufacturer’s draft by pledging 
the documents with the American bank and securing the acceptance 
of a draft drawn by himself (the importer) the term of which 
would cover the time necessary for the arrival of the goods and 
their disposal; or, if it were necessary to place cash in the hands 
of the English manufacturer prior to the shipment of goods, the 
importer may secure the acceptance of his draft prior to shipment 
by pledging satisfactory security with his bank and certifying as to 
the nature of the underlying transaction in the acceptance agree- 
ment. In the latter case the importer would undertake to deliver 
the actual shipping documents involved as soon as they were 
available, although in both cases he could obtain possession of the 
goods upon arrival by deposit of cash, security, or acceptable trust 
receipts, as was previously explained. In each of these cases, the 
credit being arranged and the draft drawn by the importer, the 
issuance of a letter of credit, as in the first example, would not be 
necessary, but the acceptance agreement would contain practically 
the same stipulations, and the acceptances themselves would have 
the same self-liquidating character. 

As in the previous example, the total amount of acceptances 
outstanding at any one time would determine the extent to which 
security could be released to the taker of credit by the accepting 
bank and the character of trust receipts that could be lawfully 
accepted. In other words, it would be necessary for the accepting 
bank to remain secured throughout the life of the acceptance for 
any amount in excess of 10 per cent of its own capital and surplus. 

An Acceptance Involving the Exportation of Goods 
Where the Exporter is the Taker of Credit and the Drawer 
of the Acceptance. An American exporter dealing in cotton, 
having received an order from an English manufacturer of cotton 
goods for a thousand bales of cotton for which the English manu- 
facturer will pay cash upon delivery or agrees to pay within a rea- 
sonable time after delivery, may arrange to finance the transaction 
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by securing the acceptance by his bank of his draft drawn with 
maturity as necessitated by the time involved in the transaction 
(in no case over six months) upon the execution of an acceptance 
agreement or contract in which the exporter agrees to provide 
funds to meet the draft at maturity in any event and that the 
proceeds of the sale will be applied towards its liquidation. The 
American exporter may place in the hands of the accepting bank 
shipping documents conveying title to the goods at the time the. 
bank accepts his draft, or, if this is not convenient and the 
amount is within the 10-per-cent limit already referred to, other 
satisfactory security for the faithful performance of the accept- 
ance agreement may be deposited. In any event the exporter 
would at the proper time draw drafts against the English manu- 
facturer payable at sight or at so many days after sight, and 
would attach the shipping documents to such drafts, to be sur- 
rendered upon payment or acceptance. These drafts would be 
turned over to the exporter’s accepting bank, to be forwarded for 
collection, in order that the proceeds may be available for the 
liquidation of the acceptance at maturity. An English bank would 
be called upon to act as the agent of the American bank in collect- 
ing the funds upon maturity of the draft drawn by the American 
exporter upon the English manufacturer, and the proceeds would 
be credited or remitted to the American bank in due course. The 
transaction involved is such that its completion would provide 
funds for the payment of the American bank’s acceptance obliga- 
tion. | . 

An Acceptance Involving the Domestic Shipment of Goods 
Where the Seller is the Taker of Credit and Also the Drawer 
of the Acceptance. The sale and delivery cf goods within the 
United States may be financed in ways similar to those described 
in connection with import and export transactions, except for the 
expréss stipulation of the law to the effect that all drafts arising 
in transactions involving the domestic shipment of goods shall be 
secured at the time of acceptance by shipping documents and must 
remain secured throughout the life of the acceptance by some se- 
curity growing out of the same transaction, such as warehouse re- 
ceipts, terminal receipts, trade acceptances, or trust receipts, 
which. do not give the customer possession of and control 
over the goods, although the accepting bank may release to any one 
customer security held for acceptances executed for his account 
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and having a total value not exceeding 10 per cent of the capital 
and surplus of the accepting bank. In the event that the seller 
of goods intended for domestic shipment applies to his bank for 
acceptance of his draft based on the transaction and his application 
receives approval, he draws his draft on the bank for the amount 
involved, payable at a time sufficiently deferred to allow for the 
transportation of the goods, and if necessary the usual trade terms 
allowed in handling the commodity being sold, although the total 
length of time must not exceed six months. This draft is pre- 
sented to the bank for acceptance, together with bills of lading con- 
veying title to the goods. The accepting bank also requires the 
usual acceptance agreement from its customer, with the customary 
- stipulations as to providing funds at maturity, applying all funds 
received from the sale to the liquidation of the acceptance as far 
as may be necessary, etc. When the bank writes its formal accept- 
ance across the face of the seller’s draft on the bank, the drait, 
now a bankers’ acceptance, is returned to the seller or shipper, who 
disposes of it to the best advantage through the open bill market or 
through some particular bank or broker. It is also customary for 
the seller or shipper of the goods to deposit at the same time with 
the accepting bank his draft drawn upon the purchaser, which upon 
acceptance by the purchaser will become a trade acceptance. To 
this draft the bank attaches the shipping documents already re- 
ferred to and forwards the draft to a bank at the purchaser’s loca- 
tion for acceptance or payment upon the delivery of documents 
in accordance with the terms of the sale. If the terms of sale 
include some time after the delivery of the goods to the purchaser, 
shipping documents may be released to him upon his acceptance, 
and the bank which has accepted the draft of the shipper will then 
be secured by the trade acceptance of the purchaser. In any 
event the accepting bank holds security throughout the life of the 
acceptance, and payment upon delivery of goods or upon maturity 
of the trade acceptance by the purchaser will provide funds for the 
liquidation of the bankers’ acceptance. 

A Bankers’ Acceptance Based Upon the Domestic Ship- 
ment of Goods Where the Purchaser is the Taker of Credit 
and the Seller is the Drawer of the Acceptance. If, on the 
other hand, it were necessary for the purchaser to arrange the 
credit, which according to economists is the preferable relation, 
inasmuch as the soundness of credit depends not so much upon the 


BANKERS’ ACCEPTANCES 333 


ability of sellers to place goods as upon the ability of buyers to 
liquidate their obligations for goods purchased, the purchaser 
would secure the issuance of a letter of credit by his bank in favor 
of the seller, such as has been already described in connection with 
- import transactions, and would furnish his bank with an acceptance 
agreement to provide funds, etc. Upon receipt of the letter of 
credit from the purchaser the seller would draw his draft on the 
purchaser’s bank under the terms of the letter of credit, attaching 
documents conveying title to the goods shipped. Upon presenta- 
tion the purchaser’s bank would detach the documents, holding 
them as security, and after writing its formal acceptance across the 
face of the draft would return it to the seller, who would then 
hold the obligation of the accepting bank which he could discount 
with his bank or sell in the open market. 

If the term of the draft accepted by the purchaser’s bank in- 
cludes more time than is necessary for the transportation of the 
goods, and the purchaser wishes to obtain possession of the goods 
upon arrival, he may do so by the deposit of cash, or the bank may 
warehouse the commodity and release it against cash payments as 
required. It is permissible for the accepting bank to release col- 
lateral held against its acceptance based upon a transaction involv- 
ing domestic shipment of goods upon trust receipt, provided such 
release is contingent upon early sale of the goods, and it is re- 
quired that the proceeds of the sale shall be delivered to the ac- 
cepting bank, to be applied against liquidation of the acceptance. 
In this and in all other similar cases warehouse receipts should be . 
issued by responsible persons independent of the owner of the 
goods. Moreover, trust receipts for values in excess of the 10 per 
cent limit already referred to must be such as do not give the 
owner of the goods possession and control over them. 

An Acceptance Based Upon the Domestic Storage of 
Goods. Any person, firm, or corporation holding readily market- 
able staples pending sale (or consumption in manufacture) may 
finance themselves by securing acceptance by their bank of their 
draft secured by warehouse, terminal, or other receipts covering 
the goods held, with maturity consistent with the time necessary 
to effect the sale of the goods or their orderly consumption in the 
process of manufacture, but in no case exceeding six months. 
The bank would require an acceptance agreement evidencing the 
nature of the transaction and containing the usual provisions with 
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respect to payment, security, etc. After such a draft is accepted 
by the bank upon which it is drawn it is returned to the drawer, 
who can then discount it with his own bank or sell it in the open 
market. While the law apparently allows the release of collateral 
up to the 10 per cent limit already referred to, it is customary for 
the accepting bank to retain possession of the original security 
until the retirement of the acceptance. However, within the 10 
per cent limit it is not unusual for the bank to surrender security 
to the owner of the goods for the purpose of allowing him to ship 
or deliver them to customers. In such case, however, the bank 
takes from the owner a trust receipt in which the owner under- 
takes to make payment within a specified time (usually very 
short) or deliver to the bank other warehouse receipts (in case 
the goods are moved) or drafts upon customers with bills of lading 
attached, which bills of lading carry title to the goods. It is not 
unusual for the accepting bank to surrender warehouse receipts 
covering goods originally pledged in exchange for warehouse re- 
ceipts covering other goods of the same character, though it is not 
proper to create acceptances against stored staple commodities with 
the express intention of allowing substitutions without limit and to 
an extent which would affect the self-liquidating nature of the 
transactions underlying the acceptance. In any case in which the 
total amount of the acceptances executed for one customer exceeds 
10 per cent of the capital and surplus of the accepting bank col- 
lateral covering the excess over 10 per cent cannot be released upon 
. trust receipts which give to the owner of the goods possession and 
control over the goods. 

As has already been pointed out in our analysis of the provisions 
of law and the regulations of the board, non-member banks and 
member state banks, if permitted by their charters or state laws to 
make acceptances, can accept against stored commodities which 
have been sold and are awaiting delivery, though such commodities 
may not conform to the definition of a readily marketable staple. 
Such acceptances, however, cannot be rediscounted by a Federal 
reserve bank, though under the ruling of the board they are not- 
withstanding eligible for purchase by a Federal reserve bank in 
the open market. 

An Acceptance for the Purpose of Creating Dollar Ex- 
change. The following illustration is quoted from an article by 
Mr, Wilbert Ward of the National City Bank of New York, 
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written for the Acceptance Bulletin of the American Acceptance 
Council : 


A steamer from the United States arrives at a Central American port 
with cargo and mail, including documentary sight dollar drafts drawn by 
the American sellers on the Central American buyers. In the course of a 
day or two these documentary drafts are presented, simultaneously bringing 
all the drawees into the exchange market as buyers of dollars. The total 
of their requirements is likely to exceed the supply of dollar exchange which 
local bankers have accumulated from local exporters of products to the 
United States, or otherwise, and which are either already available as dollar 
deposits in accounts with bankers in the United States, or else in course of 
transit for collection and credit to these accounts. If these drawees must 
compete for the inadequate supply of dollars on hand, it is obvious that the 
result will be a sharp rise in the cost of dollar exchange without any 
augmentation of the supply, to the detriment of all, and naturally also to the 
detriment of further trade with the United States. If the local. banks have, 
however, arranged acceptance credit facilities with their United States 
correspondents, the situation is simplified. They can sell their dollar cheques 
on the United States to the drawees, thus furnishing them funds with which 
to take up the trade drafts, and they can simultaneously draw for equivalent 
sums at ninety days sight on their American bank correspondents. The 
cheques and time drafts, will arrive here in the same mail. The time drafts 
will be immediately accepted and discounted and the proceeds credited to 
the accounts of the Central American banks and thus utilized to cover the 
cheques. During the ninety days that will elapse before the time drafts 
mature, the Central American banks can as opportunity affords, and without 
forcing the market, accumulate and remit the dollar exchange with which 
to pay the drafts when presented for payment. 


While the law does not require the accepting bank to hold secur- 
ity for the draft of any one foreign banker, unless the amount out- 
standing at any one time exceeds 10 per cent of the capital and 
surplus of the accepting bank, it is of course to be understood that 
such security is usually, if not invariably, required. This security 
may consist of stocks or bonds held by the accepting bank for the 
account of the drawing bank or of collection items of various 
-kinds also held by the accepting bank for the account of the 
drawer. If, however, the amount involved does exceed the 10-per- 
cent limit, the accepting bank must hold some satisfactory security, 
but such security need not, in case of acceptances of this character, 
grow out of the same transaction that gave rise to the acceptance 


credit. 
The Bankers’ Acceptance From the Standpoint of the 
Accepting Bank. It should be clear from the foregoing that a 
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bankers’ acceptance is a negotiable instrument in which the superior 
credit of a bank or banker is substituted for the inferior credit of 
the actual borrower. The banker’s acceptance practice is an in- 
strumentality through which the dealer having to finance a self- 
liquidating transaction has access through his bank to that large 
volume of floating capital known as the open market. The accept- 
ing bank lends its credit (not its money) to enable him to do so. 
The dealer having the self-liquidating transaction to finance prefers 
to obtain his funds from the open market for a number of reasons. 
In the first place, the volume of credit offered by the open market 
is greater and more steady than that which he can obtain from a 
single banking institution or even from the several banking institu- 
tions with which he usually does business. In the second place, the 
rates at which he can borrow in the open market, where funds are 
seeking investment, are usually more favorable than the ‘discount 
rate of his bank or banks. 

Now, the cost of the money to the dealer is made up of two 
elements and sometimes a third, namely, the rate at which the 
acceptance can be sold in the open market, plus the fee charged by 
the accepting bank for lending its credit, and frequently plus the 
commission or profit of the acceptance dealer through whom the 
acceptance is sold in the open market. It is evident, therefore, 
that the acceptance charge must not be excessive. As a matter of 
fact, the usual charge varies from a quarter of 1 per cent to three- 
eighths of 1 per cent on a ninety-day acceptance, which means 
that the accepting bank is lending its credit at approximately 1 per 
cent per annum. 

If the accepting bank has a capital and surplus of $2,000,000, 
has obtained permission from the Federal Reserve Board to accept 
up to 100 per cent of capital and surplus, and keeps its lines 
occupied to full capacity at all times, its total income from this 
source would not exceed $20,000 or $25,000 per annum for the 
rent of its credit to the extent of $2,000,000. From this income 
should of course be deducted all expenses incident to the business, 
including at least some part of the salary or salaries of officers and 
other employees devoting their time to the acceptance department. 
It is perhaps needless to say that much time and no little skill are 
necessary for the conduct of a large acceptance business operated 
on a safe and conservative basis. Credits must be carefully in- 
vestigated, conditions and customs affecting the trades involved 
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must be known and kept up with, and the trend of prices of com- 
modities underlying acceptance transactions must be followed. It 
is imperative that every acceptance transaction should be on a 
perfectly safe basis and self-liquidating at maturity. In other 
words, there is no margin in this business to cover losses or bad 
debts. In addition to this, as we shall see when we consider the 
subject of the open market, the success of the accepting bank as 
an acceptor will depend upon the reputation which it establishes 
for itself for conservatism and the avoidance of risks. 


QUESTIONS AND EXERCISES 


— 


. How does a banker’s acceptance differ from a trade acceptance? 

2. What powers regarding acceptances does the Federal Reserve Act give 
to member banks ? 

. Why are bankers’ acceptances a very desirable form of commercial paper ? 

4. What is dollar exchange? How does it originate? 


iss) 


CHAPTER XI 


OPEN-MARKET OPERATIONS BY FEDERAL 
; RESERVE BANKS * 


Tue open market for commercial paper, like that for 
bankers’ acceptances, came with the Federal Reserve 
System. The reserve requirements of the national bank- 
ing system concentrated cash in the reserve cities. The 
growth of speculative markets fed by call loans was in- 
evitable. Some commercial paper was bought and sold. 
Note brokers had done considerable business, but it was 
impossible to develop an organized market. Since the 
Federal reserve banks form nuclei around which com- 
mercial paper markets are built, the development in recent 
years has been considerable. 

While the paper rediscounted by the Federal reserve 
banks is strictly defined by law, member banks look to the 

- reserve banks to set the price. The rates on paper not 
eligible for rediscount at the reserve banks are adjusted 
in relation to the bank rates on prime paper. Up to the 
present our market has little resemblance to the English 

_ bill market, and it is doubtful if it will ever become more 
similar. Practices in the American commercial paper 
market are in the making —[Ed. Note. ] 


An open market is a place where, or a set of conditions under 
which, a number of buyers and sellers of a given thing may be 
brought together. An ideal open market for a certain thing | 
would be a place where, or a set of conditions under which, each 
person wishing to buy the thing could be put in touch with every 
person having the thing for sale and each person having the 
thing for sale could be put in touch with every prospective buyer 
of the thing. . 

The open market in which the Federal reserve banks some- 
times take an active part is known as the acceptance market; 
but there are two other markets in which many commercial banks 
are more or less interested*and which it will be necessary for 

* Federal Reserve Bank of Richmond (Letter No. 13, April, 1923). 
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us to consider before we take up the discussion of the acceptance’ 
market, namely, the call money market and the so-called com- 
mercial paper market. 

Circumstances Which Affected the Development of the 
Call Money Market in New York City. Before the passage 
of the Federal Reserve Act national banks were divided into 
three classes according to their location: first, those located in 
central reserve cities; second, those located in reserve cities; and, 
third, all other national banks. New York was the first city to 
be designated as a central reserve city, but on March 18, 1887, 
St. Louis was so designated, and on May 2, 1887, Chicago was 
also designated, as a central reserve city. The cities designated 
as reserve cities were comparatively few in number in the be- 
ginning. Additional cities were added to the list from time to 
time, so that when the Federal Reserve Act was passed there 
were between fifty and sixty cities so designated. 

It will be remembered that the National Bank Act provided 
that country banks (that is, national banks not located in reserve 
or central reserve cities) were required to carry reserves amount- 
ing to 15 per cent of their deposits, after making allowable deduc- | 
tions. Of this 15 per cent required reserve two-fifths had to 
_ consist of lawful money in the vaults of the bank, while the 
remaining three-fifths could consist of balances with national 
banks (approved by the Comptroller of the Currency as the re- 
serve agents of the depositing bank) located either in reserve or 
in central reserve cities. National banks located in reserve cities 
were required to carry reserves equivalent to 25 per cent of net 
deposits, and of this reserve one-half had to consist of lawful 
money in the vaults of the reserve city banks, though the remain- 
der could consist of balances with approved reserve agents located 
in central reserve cities. In other words, that portion of the 
reserves of country banks which could be deposited in other 
banks could be kept either in reserve cities or in central reserve 
cities, while that portion of the reserves of reserve city banks 
which could be kept on deposit with other banks had to be de- 
posited with banks in central reserve cities. As New York was 
the first, and for a time the only, reserve city, and as it was for 
many reasons the natural financial metropolis of the country, 
it followed as a matter of course that bank balances should ac- 
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‘cumulate there to a greater extent than in any other city in the. 
United States. | 

Since any national bank in’New York could be approved as 
the reserve agent of any country bank or reserve city bank, com- 
petition for balances became keen there at an early date, and this 
of course led to the payment of interest on realized balances. 
Because New York was a natural exchange center many balances 
in excess of required reserve were kept there for exchange 
purposes, notwithstanding the fact that, generally speaking, the 
rate of interest allowed on balances by the New York banks was 
not as high as the rate allowed on balances in many other places. 

It is an obvious fact that there is no profit but a certain loss 
in accepting the deposits either of banks or of individuals, firms, 
and corporations, and allowing interest on balances, unless the 
money is made to earn interest. Consequently, it has always been 
necessary for the New York banks to employ at the best ob- 
tainable interest rate that part of the money deposited with them 
by other banks in excess of the cash reserves which the law 
*equires them to keep against such deposits. On the other hand, 
a considerable portion of this volume of deposits was lodged 
with the New York banks for exchange purposes and might be 
checked against at any moment. A still larger portion of the 
volume constituted a part of the reserves of reserve city and 
country banks and was subject to call in case of emergency. It 
should be remembered that under the law the reserve city bank 
or country bank could have its entire reserve in its own vault 
in lawful money. Therefore, any such bank, upon receiving 
a sufficient deposit in lawful money, could draw upon its New 
York reserve balance without being deficient in its own. reserve. 
This fact was one of the reasons why certain balances in New 
York banks were liable to wide fluctuation. Considering the sit- 
uation as a whole, it will be plain to the student that it was 
necessary for the national banks located in New York and acting 
as the reserve agents of many reserve city and country banks 
to keep a considerable portion of their loans in such form that 
they could realize upon them with certainty and promptness in 
case of necessity. Now, the most liquid form in which loans 
can be carried is that form in which they are payable on demand, 
provided payment on demand can be obtained in every case 
promptly and without question. 
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In the city of New York there had developed at the same 
time another great and important market, known as the stock 
_market. For many years New York has been the chief center 
of the country for the sale and purchase of stocks and bonds; 
and whatever our opinions may be of the evils which have re- 
sulted from injudicious speculation in stocks it must be recognized 
that the free market which the New York Stock Exchange has 
created for investment securities has been a factor of incalcula- 
ble importance in the development of the commercial prosperity » 
of our country. Transactions on the stock exchange are con- 
ducted by members of the exchange, who are frequently called 
“stock-brokers,” or more briefly, “brokers.” One of these 
_ brokers may buy and sell many millions of dollars’ worth of 
securities in a day. Sometimes the purchaser is in a position 
to pay in full immediately for the security purchased for him 
by the broker. In a great many cases the purchaser will have 
money on deposit with the broker in sufficient amount to cover 
his order. In many other cases, however, the broker is called 
upon to pay the price of the security before he collects in full 
from his customer, and in a very large percentage of cases the 
broker may carry the security for his customer on what is known 
as a “margin.” That is to say, if the security purchased has 
cost $100,000, the person who gave the order to the broker may 
deposit $10,000 and request the broker to pay the remaining 
$90,000. In such a case the customer would be charged interest 
on the $90,000 for whatever length of time it is employed for 
his benefit and would of course receive credit for any interest 
or dividends collected by the broker on the security held. If 
the broker is unable to provide the $90,000 out of his own re- 
sources, he will deposit security with a bank and borrow the 
$90,000 generally on call. Practically every day many transac- 
tions take place in which it is necessary for the brokers to borrow 
on call, and as a matter of course many call loans are paid from 
time to time as securities are sold or delivered to customers upon 
payment of balances due by them to the broker. If the bank 
which had loaned the money on call desires payment, notice is 
given to the broker, usually at some time before 1 P.Mm., and as 
a tule the broker has until 2:15 p.m. to pay the loan. If he 
- fails to do so, the bank holding the loan has a right to immediately 
sell the securities held as collateral, retain the amount of the loan, 
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plus interest at the agreed rate, and pay over the balance to the 
broker. mae 

As can easily be imagined, there is a considerable shifting of 
loans between banks, occasioned by one bank having need for 
the money previously put out on call by it, and the circumstance 
that some other bank has acquired money available for loans on 
call. As a matter of fact, money itself is dealt in on the ex- 
change and by brokers in a manner somewhat similar to the 
manner in which stocks and bonds are bought and sold. There 
is in the New York Stock Exchange what is known as the 
“money post.” This is really a center around which brokers 
having money to “sell” and brokers desiring to “buy” money will 
congregate when they wish to trade. Banks having money which . 
they desire to place on call will sometimes communicate with 
one of the brokers, who will offer it at the money post, where 
it will be taken up by other brokers who have occasion to make 
call loans at the time. It is of course well understood that in 
every case the loans will be collateraled by acceptable securities 
with satisfactory margins, and the custom has enabled both the 
banks and the brokers to know in advance what securities will 
be acceptable and what margin will be required. When loans 
are placed in this way the broker offering the loan is compensated 
by a commission or percentage of the amount. This percentage 
is usually very much smaller than the percentage or commission 
for the sale or purchase of stocks or bonds. 

As we have already stated, the New York banks were in 
the habit of employing in the call loan market a portion of the 
money held by them on deposit for the reasons stated, and they 
were in the habit of allowing interest on such deposits. It has 
sometimes happened that the depositing bank, whether a country 
bank or reserve city bank, has had an excess balance (that is, a 
balance exceeding the amount which it is necessary to carry as 
a part of its reserve) and has requested its New York correspon- 
dent to place the excess, or a portion of it, out on call for its 
account. In this way, and particularly when for any reason the 
call money rate was above the average, the out-of-town bank 
could obtain a better return on its money than it would realize 
from the interest paid by the New York bank. When for any 
reason the call money rate in New York-rises to a point much" 
in excess of what is regarded as a normal, the temptation to 
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the country banks and the reserve city banks to withdraw or 
withhold money from local demands and use it in the New York 
market is of course great. 

It may be remarked in passing that many false impressions 
have been current, and to a certain extent are still current, in 
regard to the effect of the New York stock market and the call 
money market on the business of the country generally. As 
things were constituted before the inauguration and develop- 
ment of the Federal Reserve System, the possible extent of that 
influence was far greater than it is now. At one time it was 
a common saying, “When Wall Street sneezes every country 
banker has a chill.” When we consider, however, that Wall 
Street is no more in love with high interest rates than any other 
borrower, and when we reflect that abnormally high call money 
rates are much more apt to be the result of a depleted money 
supply (possibly caused by the withdrawal of reserve funds and 
excess balances from New York) than the result of any sud- 
denly violent increase in speculative dealings, it is fair to assume 
that the chill preceded the sneeze, at least as often as, if not 
oftener than, the sneeze preceded the chill. 

There was another circumstance which frequently had an 
appreciable effect upon the volume of money available for call 
loan purposes in the New York market. Many, if not all, of the 
country banks and reserve city banks had New York cor- 
respondents, with whom they deposited reserve money or excess 
funds. They naturally looked to these correspondents for re- 
discount accommodations during those seasons in which it was 
necessary for them to borrow to meet local requirements. In 
other words, many depositor banks had lines of credit with their 
New York correspondents bearing some proportion to the average 
balances maintained by them. Therefore, during crop-moving 
seasons, and occasionally at other times, the New York banks 
would be called upon to lend money to their bank depositors, 
sometimes considerably in excess of the balances maintained. 
This of course had the effect of a drain upon the money available 
for call loans in the New York market. 

It is difficult, if not impossible, to obtain exact information 
as to the volume of money employed in the New York call mar- 
ket, particularly prior to the establishment of the Federal 
Reserve System. In a letter addressed by the governor of the 
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Federal Reserve Board to the president of the United States 
Senate, in response to the resolution of the Senate adopted 
March 8, 1920, the governor said: “It appears that over a 
period of years during the prewar period the volume of all 
money, both time and call, employed in the securities market was 
estimated at about $1,000,000,000, of which the average on call 
was about 60 per cent and the average on time about 40 per. cent, 
or a normal volume of call money, say, of $600,000,000.” It 
would appear, however, from other estimates, that the maximum 
volume at times greatly exceeded a billion dollars. More exact 
information bearing upon the volume of stock-market loans be- 
tween January 3, 1919, and July 20, 1921, has been made public. 
These figures are given by weeks in the table on page 647 of 
the hearings before the Joint Commission of Agricultural In- 
quiry and are street loans reported by fifty-two New York banks, 
both for their own account and for account of correspondents. 
The table shows that at the very lowest point during the period 
covered, July 6, 1921, street loans of these reporting banks, both 
for their own account and for account of correspondents, was 
$724,000,000, and at their highest point on November 7, 1919, 
stood at $1,518,000,000. It has been estimated by competent 
judges that these figures cover 80 or 90 per cent of all lendings. 

It is not at all probable that the inauguration and operation 
of the Federal Reserve System has decreased the volume of 
money available for loans in the New York call market or in 
connection with stock-market transactions. In any situation in 
_ which there is a group of borrowers who are willing to pay the 
necessary rate for money and who are in a position to offer satis- 
factory security, it is probable that they can obtain, if not the 
entire volume for which they have need, at least a reasonable 
proportion of the entire volume available for loans. The effect, 
therefore, of the segregation of reserves to the different districts 
and the general rearrangement brought about by the establish- 
ment of the Federal Reserve System has been rather to develop 
supply channels for the funds needed in the New York call 
market other than the ultimate reserves of the commercial banks 
of the country. In other words, the requirements of the New 
York call market have been otherwise arranged for, to the 
great benefit of the commercial banking system of the country, 
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and possibly with equal benefit to the New York call money 
market. 

While we have confined our attention principally to the New 
York call money market, it should be understood that similar 
markets have existed in a number of other large cities, such as 
Boston, Chicago, St. Louis, Philadelphia, etc. Since the princi- 
ples involved in these have been somewhat similar to those already 
discussed, it is not necessary to consider them in any greater 
detail. It may be said in passing, however, that while the opera- 
tions in some of these markets have been of considerable size 
and importance, none of them has equaled the New York market, 
and, generally speaking, they have been affected by the New 
York market to a much greater extent than the New York 
market has been affected by them. 

The Development of the So-called Commercial Paper 
Market. Experience has shown that in very many, if not in all, 
commercial banks there is an appreciable variation in the volume 
of deposits at different times of the year. During some seasons 
deposits will increase, while in others they will diminish. The 
season or seasons for the high tide in deposits and the season 
or seasons for the low tide will depend upon the location of the 
bank and the general character of the business or businesses in 
which its customers are engaged. Even in the case of a com- 
paratively large bank with a great variety of customers there will 
be fluctuations occurring at more or less regular times, as well 
as other less regular fluctuations produced by causes which 
operate independently of business seasons. : 

While it is extremely desirable that a commercial bank should 
have a large percentage of all its loans ini fairly liquid condition, 
it is even more necessary that it should maintain in as liquid a 
condition as possible a volume of loans equal to the difference 
between its maxim and its minimum deposits. In order to do 
this effectively many banks, and particularly those under efficient 
management, have made it a rule not to invest all their assets in 
local loans, but to invest a certain part in paper which will be 
paid without question at maturity and with reference to which 
the bank is under no sort of obligation to grant extensions or 
renewals. Preferably this paper is selected to mature at ap- 
proximately the time or times when the seasonal shrinkage in 
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deposits is expected or when the seasonal demand of local bor- 
rowers is anticipated. 

As has already been pointed out while in most foreign countries 
purchases and sales on other than a cash basis have usually given 
rise to trade acceptances, in this country the practice of selling 
on open account has grown up. As was also pointed out, this 
has given rise to the practice of borrowing on endorsed or un- 
endorsed time notes, which are accepted by banks or other lenders 
upon the strength of the statements of assets and liabilities of the 
makers, in which their time sales are represented by accounts 
receivable or, to a certain extent, notes receivable. In many cases 
the bank with which the merchant borrowing in this way is deal- 
ing is able and willing to advance the entire amount needed by 
the merchant. In other cases the merchant may deal with two 
or more banks, and in still other cases his operations may be so 
extensive-and his seasonal requirements so large that it is neces- 
sary for him to appeal to a circle of lenders larger than the com- 
paratively few banks with which he may maintain accounts. In 
order to meet this situation the practice has grown up of offer- 
ing the paper of such merchants to a considerable number of 
banks through brokers who make a specialty of this sort of 
business. 

The broker engaged in this line of business would of course 
have to establish relations with, and gain the confidence of, a 
considerable number of banks located in many different places. 
As a matter of fact, the more he can widen his circle of clients 
the greater volume of such business he can handle, and, obviously, 
the rate of commission for selling such paper is necessarily small. 
In order to secure and to maintain a wide circle of customers 
he must establish and maintain their confidence in his integrity 
and judgment with respect to paper he offers for sale. It is 
not customary for the broker to endorse or guarantee the pay- 
ment of the paper sold, but it is evident that there is more or less 
of a moral responsibility involved, since a broker whose customers 
suffer frequent and severe losses will soon lose his ability to place 
paper. 

In order to render efficient service to his customers and to 
retain their business, as well as to attract the business of others, 
it is necessary for the broker to investigate thoroughly and care- 


fully the credit risk involved in each case. He always requires 
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detailed statements of the assets and liabilities of the persons, firms, 
and corporations whose paper he handles, and frequently much 
information in addition to the credit statement is required. Not 
infrequently it is required that the borrower shall have periodical 
audits made by a certified public accountant of known reputation 
for reliability and thoroughness, and complete copies of these 
audits are furnished to the broker. The broker is usually pre- 
pared in turn to furnish to purchasers of the paper periodical 
balance sheets of, and certain other credit information with re- 
gard to, the makers of the paper. As a rule, note brokers greatly 
prefer that those who purchase paper from them will buy it upon 
their own judgment after careful investigation and the considera- 
tion of such credit information as the broker has to offer and 
such additional credit information as the purchaser may be able 
to obtain from his correspondents or from the commercial credit 
agencies or other sources. It is quite a usual custom for banks 
to purchase such paper from reliable brokers with the under- 
standing that it can be returned, with a rebate of unearned interest, 
after the purchaser has had an opportunity to investigate the risk 
and if unsatisfactory conditions are found to exist. This period | 
is usually ten or fifteen days. 

In order to market such paper effectively it is customary to 
have the notes issued in various denominations. Thus a loan 
for a considerable amount may be split into notes of $1,000, 
$2,500, $5,000, $10,000, or $25,000 each. Many brokers print 
regular lists of offerings giving the names of the makers of the 
paper; names of the endorsers, if any; the denominations in 
which the notes are issued; and the rates of discount at which 
they are offered. These lists go out simultaneously to all in- 
terested customers, and the offer is of course made subject to prior 
sale; but usually each customer receiving the list is authorized 
to accept one or more notes by wire, sent to the broker collect. 
Sometimes customers are asked to indicate the amount desired 
and several names of makers whose paper would be accepted, 
so that the broker may have an opportunity to fill the order with 
a second name, in case the paper of the first name is exhausted 
before the order is received. 

The Volume of Open-market Commercial Paper. It is 
extremely difficult, if not impossible, to form an accurate esti- 
mate of the total volume of commercial paper of the kind we 
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are now considering which was handled in the way described - 
prior to the inauguration of the Federal Reserve System or 
even during the early years of its operation. We have, how- 
ever, reasonably accurate estimates based upon reports made by 
a considerable number, if not all, of the dealers in this kind of 
paper to the Federal Reserve Bank of New York since July of 
1918. The following table indicates the estimated amounts out- 
standing on the last days of January, July, and December for the 
years indicated in the table. Included in the estimates given 
in the table there are very small amountse of trade acceptances 
and notes given in exchange for merchandise. It is believed that 
in no case will the paper of these two classes exceed 1 per cent 
of any item in the table. 


ESTIMATED VOLUME OF OPEN-MARKET COMMERCIAL PAPER 


January 31 July 31 December 31 
1918 SS ee ren GA t? aha $ 874,000,000 $ 881,000,000 
1919 tip ier ches; Rrra 934 ,000 ,000 1,062,000 ,000 1,186,000 ,000 
TO Ore caer cetacine 1,296,000 ,000 1,032,000 ,000 947,870,000 
TOO Medco rer: 908, 767 ,000 694,594,000 663 ,074,000 
TODD, FS 3 2 on Baie As 707 ,042 ,000 785 , 838 ,000 712,345,000 
1923% Seen cc ee ee 194;,865;,000" —"Tattee eee es 


In addition to the commercial paper bought by banks in various 
sections through brokers there has always existed a certain volume 
of somewhat similar paper which commercial banks have sold 
to each other, sometimes with the endorsement or guarantee 
of the selling’ bank, but frequently without. Many country banks, 
and particularly the smaller ones, have been in the habit of rely- 
ing upon their large city correspondents to supply them at certain 
seasons with good paper, in order that temporarily idle funds 
might be profitably employed by the country bank. In addition 
to this banks have frequently traded paper among themselves, 
in order to avoid carrying excess lines. In any case in which 
a city bank has accommodated its country bank customers by 
using its own judgment and information in selecting desirable 
paper for them, real benefit has been conferred, but the practice 
of trading paper between banks for the purpose of avoiding 
excess lines is an exceedingly dangerous one and has in many 
cases resulted in serious embarrassment to one or both of the 
banks engaged in the transaction. Even in cases where the city 
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bank has sold well-selected paper to its country customers em- 
barrassment has sometimes arisen. In such a situation, if the 
small bank needs to realize on the paper before its maturity it 
may feel that it has a claim on the bank from which the paper 
was bought to buy it back. There have been cases in which a 
distinct understanding to this effect existed and in which the 
city bank has found itself seriously embarrassed by being re- 
quested to buy back an uncomfortably large volume of paper 
when its own resources were depleted. 

As we have already stated, banks buying paper from the com- 
mercial paper brokers or from their city correspondents for the 
purpose of profitably employing temporarily idle funds have 
usually selected such maturities as would synchronize with the 
periods in which the purchasing banks expected a decrease in 
deposits or an increased seasonal demand from local customers. 
It was not generally customary, however, for banks that had 
made such investments and found that they needed funds prior 
to the maturity of the paper to resell the paper in the open mar- 
ket. When such an occasion arose it was customary to offer 
the paper to their correspondents for rediscount. Since the in- 
auguration of the Federal Reserve System much paper of this 
description has been discounted by Federal reserve banks for 
their member banks. Generally speaking, where a member bank 
has used judgment and discretion in the purchase of such paper, 
there has been no difficulty whatever in rediscounting any neces- 
sary amount with its Federal reserve bank. Since the member 
bank is under no obligation to. carry the makers to any extent 
whatever, the paper, if made by reliable concerns, is practically 
certain to be paid at maturity, and it is therefore merely a case 
of careful selection by the purchasing bank. Generally speaking, 
a Federal reserve bank would feel perfectly safe in discounting 
a considerable volume of such paper, payment of which could 
be counted on with reasonable certainty at maturity, when it 
might hesitate to take a much smaller volume of local paper which 
the member bank would be under the necessity of replacing at 
maturity. 

The English Bill Market. Before discussing our own open 
market, in which bankers’ acceptances play such an important 
part, it may be well to give a very brief description of the 
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practices of the English banks in this respect. As we have al- 
ready seen, much of the financing which is done in this country 
by means of direct loans on the strength of borrowers’ state- 
ments has been done in England for many years by the use of 
bankers’ acceptances. 

English banks are not, and have never been, required by law 
to carry reserves of any certain percentage of their deposits. 
Nevertheless, competition between banks and public opinion has 
obliged them to do so. Naturally all banks have been under 
the necessity of carrying an adequate supply of cash in the form 
of coin and notes to meet the daily demands for currency. In 
addition to this they have also carried adequate balances with 
other banks, and in most cases with the Bank of England, against 
which deposits they have the right to check, either with or with- 
out notice. Generally speaking, it has been the custom to carry 
as a secondary reserve a very considerable percentage of deposits 
in the shape of bankers’ acceptances. Sometimes this volume has 
run as high as 30 or 40 per cent of the deposit line. These 
acceptances, drawn by well-known commercial houses, accepted 
by reliable banks or acceptance concerns whose names have stand- 
ing in the acceptance market, and frequently bearing the endorse- 
ment of other banks, can be sold in the open market practically 
at any moment. Generally speaking, a bank holding a consid- 
erable volume of acceptances bearing various maturities could 
place itself in funds by the simple process of allowing paper to 
run out at maturity without replacing it by additional purchases. 
In case of a sudden emergency demanding immediate realization 
of cash, acceptances could be rediscounted with other banks or 
sold in the open market. 

In connection with the acceptance business many concerns have 
been established for the express purpose of buying and selling 
acceptances. The merchant drawing against an acceptance credit 
in the manner explained in our last letter would offer the accept- 
ance to such a dealer, who would purchase it outright, with a 
view of reselling at once to some customer, and banks wishing 
to purchase acceptances would apply to the dealer or make pur- 
chases from regular offerings made by the dealer. 

In connection with the transactions of banks and bankers with 
acceptance dealers a practice has developed which is practically 
unknown in this country. Many years ago it was the custom of - 
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the acceptance dealer to guarantee the purchasing bank or banker 
against loss. Frequently the purchasing bank or banker would 
allow the acceptances purchased to remain with the dealer for 
collection and order reinvestment of the funds as acceptances 
matured and were paid. By a very natural step funds were 
frequently lodged with the acceptance dealer to be kept invested, 
and by a still further natural step the practice has grown up 
under which the dealer will accept funds from the banker with 
the understanding that the banker is to receive a fixed rate of 
interest and that the dealer is to look after the matter of invest- 
ment. In other words, by this process bankers have formed 
the habit of lodging funds with large and reliable acceptance 
dealers on interest at agreed rates. 

It is interesting to note in passing that while the Bank of 
England carries the accounts of many English banks it pays no 
interest on deposits, and it does not buy or sell acceptances in the 
open market. It does, however, discount bankers’ acceptances 
(and other forms of paper) for its customers, which include 
individuals, firms, corporations, banks, and acceptance dealers, 
and it also makes considerable advances to dealers repayable on 
call or in short time to assist them in carrying their portfolios of © 
acceptances. While it may be interesting and exceedingly useful 
to study the methods and practices which have developed in Eng- 
land during several generations as possibly indicating the direction 
in which developments in this country may be expected to take 
place, we should never lose sight of the radical differences be- 
tween the system of banking in England and our own system. 
England has always had a well-developed system of branch bank- 
ing characterized by comparatively few large banks with many 
offices. Its accepting banks have therefore been institutions of 
large resources and. managed by men of long experience and 
tested judgment. Although there have been no statute laws lim- 
iting the acceptance powers of English banks or defining the 
extent or character of the commercial transactions underlying 
acceptances, broadly speaking, the English banker’s acceptance is 
justly regarded as a safe investment and one in which the dis- 
count rate represents the price of money and need not be loaded 
to cover any element of risk. 

From time to time estimates have been published with respect 
to the volume of money employed in the London bill market. We 


352. MONEY, CREDIT AND BANKING PRINCIPLES 


have seen statements to the effect that at times in the recent past _ 
the total amount approximated one billion pounds. Westerfield, 
in his work on Banking Principles and Practice (Volume IV, 
page 1011), says: “For the absorption of a great deal of paper 
there must exist a large loan fund; the fund afloat in the London 
discount market has been estimated at $6,000,000,000.” It is 
probable that both these estimates (one billion pounds and six 
billion dollars) include other classes of paper than bankers’ 
acceptances. 

According to other estimates, prior to the war the outstanding ~ 
volume of acceptances in the London market was the equivalent 
of $1,500,000,000, with $2,000,000,000 as a maximum amount. 
These figures, however, include ,prime merchant bills, as well as 
bankers’ bills. Since the war there has been a very substantial 
shrinkage in these figures. At one time subsequent to the war 
the volume was estimated at approximately $600,000,000, and it 
is probable that there has been some increase recently. 

Authority of Federal. Reserve Banks to Rediscount 
Bankers’ Acceptances and to Engage in Open-market Opera- 
tions. In Chapter IX, on the subject of rediscounts for 
member banks, we quoted those parts of Section 13 of the Act 
which refer to paper of all classes eligible for rediscount, but 
we did not discuss the regulations of the Federal Reserve Board 
with respect to the rediscount of bankers’ acceptances, feeling 
that that subject could be better understood after we had dis- 
cussed the creation and character of bankers’ acceptances. We 
will now, therefore, quote the portions of Section 14 of the Act 
which relate to open-market operations, and we will then quote 
the regulations of the board dealing, first, with the rediscount of 
bankers’ acceptances for member banks, and, second, those deal- 
ing with the open-market purchase of bankers’ acceptances. Sec- 
tion 14 of the Act also authorizes Federal reserve banks to pur- 
chase in the open market obligations known as municipal war- 
rants. This privilege will be discussed separately at the end of 
this letter. 

Section 14 of the Federal Reserve Act reads in part as follows :* 


*On March 4, 1923, certain amendments to the Federal Reserve Act 
_ passed by the Sixty-seventh Congress became effective. In connection with 
several, if not with all, of these it will be necessary for the Federal Reserve 
Board to amend or supplement its regulations. j 
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Any Federal reserve bank may, under rules and regulations prescribed by 
the Federal Reserve Board, purchase and sell in the open market, at home or 
abroad, either from or to domestic or foreign banks, firms, corporations, or 
individuals, cable transfers and bankers’ acceptances and bills of exchange 
of the kinds and maturities by this Act made eligible for rediscount, with 
or without the indorsement of a member bank. 


As has already been stated, Regulation A of the Federal Re- 
serve Board refers to rediscounts under Section 13. Article B 
of Regulation A is devoted to bankers’ acceptances and reads as 
follows: . 


Article B 
Bankers’ Acceptances 
Section VII. Derrnition 


' A banker’s acceptance within the meaning of this regulation is defined as 
a draft or bill of exchange, whether payable in the United States or abroad 
and whether payable in dollars or some other money, of which the acceptor 
is a bank or trust company, or a firm, person, company, or corporation 
engaged generally in the business of granting bankers’ acceptance credits. 


Section VIII. ELicipiriry 


A Federal reserve bank may rediscount any such bill bearing the indorse- 
ment of a member bank and having a maturity at time of discount of not 
more than three months, exclusive of days of grace, which has been drawn 
under a credit opened for the purpose of conducting or settling accounts 
resulting from a transaction or transactions involving any one of the 
following : 

(1) The shipment of goods between the United States and any foreign 
country, or between the United States and any of its dependencies or insular 
possessions, or between foreign countries. 

(2) The shipment of goods within the United States, providing shipping 
documents conveying security title are attached at the time of acceptance, or 

(3) The storage of readily marketable staples, provided that the bill is 
secured at the time of acceptance by a warehouse, terminal, or other similar 
receipt, conveying security title to such staples, issued by a party independent 
of the customer, and provided further that the acceptor remains secured 
throughout the life of the acceptance. In the event that the goods must be 
withdrawn from storage prior to the maturity of the acceptance or, the 
retirement of the credit, a trust receipt or other similar document covering 
the goods may be substituted in lieu of the original document, provided that 
such substitution is conditioned upon a reasonably prompt liquidation of the 
credit. In order to insure compliance with this condition it should be 
required, when the original document is released, either (a) that the proceeds 
of the goods will be applied within a specified time toward a liquidation of 
the acceptance credit or (b) that a new document, similar to the original 
one, will be resubstituted within a specified time. 
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Provided, that acceptances for any one customer in excess of 10 per cent. 
of the capital and surplus of the accepting bank must remain actually secured 
throughout the life of the acceptance, and in the case of the acceptances of 
member banks this security must consist of shipping documents, warehouse 
receipts, or other such documents, or some other actual security growing out 
of the same transaction as the acceptance, such as documentary drafts, trade 
acceptances, terminal receipts, or trust receipts which have been issued under 
such circumstances, and which cover goods of such a character, as to insure 
at all times a continuance of an effective and lawful lien in favor of the 
accepting bank, other trust receipts not being considered such actual security 
if they permit the customer to have access to or control over the goods. 

A Federal reserve bank may also rediscount any bill drawn by a bank or 
banker in a foreign country or dependency or insular possession of the 
United States for the purpose of furnishing dollar exchange as provided in 
Regulation C, provided that it has a maturity at the time of discount of 
not more than three months, exclusive of days of grace. 


Section IX. GENERAL CONDITIONS AS TO MATUPITY OF DOMESTIC 
ACCEPTANCES 


Although a Federal reserve bank may legally rediscount’ an acceptance 
having a maturity at the time of discount of not more than three months, 
exclusive of days of grace, it may decline to rediscount any acceptance the 
maturity of which is in excess of the usual or customary period of credit 
required to finance the underlying transaction or which is in excess of that 
period reasonably necessary to finance such transaction. Since the purpose of 
permitting the acceptance of drafts secured by warehouse receipts or other 
such documents is to permit of the temporary holding of readily marketable 
staples in storage pending a reasonably prompt sale, shipment, or distribu- 
tion, no such acceptance should have a maturity in excess of the time 
ordinarily necessary to effect a reasonably prompt sale, shipment, or dis- 
tribution into the process of manufacture or consumption. 


Regulation B of the Federal Reserve Board reads as follows: 


Open-Market Purchases of Bills of Exchange, Trade Acceptances, and 
Bankers’ Acceptances under Section 14 


I. GENERAL STATUTORY PROVISIONS 


Section 14 of the Federal Reserve Act provides that Federal reserve 
banks under rules and regulations to be prescribed by the Federal Reserve 
Board may purchase and sell in the open market, at home or abroad, from 
or to domestic or foreign banks, firms, corporations, or individuals, bankers’ 
acceptances, and bills of exchange of the kinds and maturities made eligible 
by the act for rediscount, with or without the endorsement of a member bank. 


II. GeNneRAL CHARACTER OF Brit~ts anp ACCEPTANCES ELIGIBLE 


The Federal Reserve Board, exercising its statutory right to regulate the 
purchase of bills of exchange and acceptances, has determined that a bill 


OPEN-MARKET OPERATIONS 385 


of exchange or acceptance, to be eligible for purchase by Federal reserve 
banks under this provision of Section 14, must have been accepted by the 
drawee prior to such purchase unless it is either accompanied or secured by 
shipping documents or by warehouse, terminal, or other similar receipt 
conveying security title or bears a satisfactory banking indorsement, and 
must conform to the relative requirements of Regulation A, except that— 

(a) A banker’s acceptance growing out of a transaction involving the 
importation or exportation of goods may be purchased if it has a maturity 
not in excess of six months, exclusive of days of grace, provided that it 
conforms in other respects to the relative requirements of Regulation A; 

(b) A banker’s acceptance growing out of a transaction involving the 
storage within the United States of goods actually under contract for sale 
and not yet delivered or paid for may be purchased, provided that the 
acceptor is secured by the pledge of such goods; and provided further, that 
the acceptance conforms in other respects to the relative requirements of 
Regulation A; and 

(c):A punicee'é aeeepeince drawn by a grower, or by a cooperative 
marketing association composed exclusively of growers, of non-perishable, 
readily marketable, staple agricultural products, to finance the orderly 
marketing of such products grown by such grower or growers and secured 
at the time of acceptance by a warehouse, terminal, or other similar receipt, 
issued by a party independent of the borrower and conveying security title 
to such products, may be purchased if it has a maturity at the time of pur- 
chase not in excess of six months, exclusive of days of grace; provided, that 
the acceptor remains secured throughout the life of the acceptance, and that 
the acceptance conforms in other respects to the relevant requirements of 
Regulation A. 


Distinction Between a Rediscount and an Open-market 
Purchase. There are important differences between rediscounts 
and open-market purchases which the student should keep clearly 
in mind. In the case of rediscounts, whether of bankers’ accept- 
ances (and in this connection we mean the acceptances of other 
banks held by the member bank applying for the rediscount) ‘or. of 
other forms of eligible paper, the member bank, as was pointed 
out in Chapter IX, is exercising a privilege arising from its 
membership in the Federal Reserve System, and the Federal 
reserve bank is performing a duty with which it is charged by 
the provisions of the Act. Assuming that the paper offered is 
eligible and acceptable, the Federal reserve bank is required by 
the Act to extend discounts and accommodations to the member 
bank, provided they are reasonable and can be made with safety 
and with due regard to the claims and demands of other member 
banks. The rate at which the paper is taken by the Federal 
reserve bank is established by the directors of that bank, with 
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the approval of the Federal Reserve Board, and must be uniform 


to all other member banks offering paper of the same class and ~ 


maturity while the rate is in effect. The amount of the paper, 
if accepted, is considered as a part of the rediscount line of the 
member bank, the total of which at any time is taken into con- 
sideration when additional rediscounts are offered. Generally 
speaking, it is not customary to refuse to take paper so offered 
without advising the member bank of the reasons for the refusal. 


On the other hand, when a banker’s acceptance is offered by _ 


the member bank to a Federal reserve bank as an open-market 
purchase, the situation is radically different in many respects. 
The offering bank is not dealing with the Federal reserve bank 
in its capacity as a member but upon the same basis that two 
independent persons would meet in any sort of open market. It 
is customary for the offering bank to name the rate at which it 
is willing to sell and state whether the acceptance is offered with 
or without its endorsement. 

It is customary for the Federal reserve bank to accept or decline 
without making any counter offer or giving any reason for its 
refusal. The paper, if taken by the Federal reserve bank, is 
classed by it as an open-market purchase and is not charged 
against the rediscount line of the member bank from which it 
was purchased, though, as a matter of fact, the Federal reserve 
bank should keep its records in such shape that it can always 
ascertain at a moment’s notice the total amount of the accept- 
ances of any accepting bank held by it, as well as the total amount 
bearing the endorsement of any particular bank or banker. It 
should also be borne in mind that while the offering bank names 
the rate the Federal reserve bank can purchase paper only at estab- 
lished rates. This situation is met by the Federal reserve bank’s 
obtaining the approval of the Federal Reserve Board to maxi- 
mum and minimum rates for open-market purchases of bankers’ 
acceptances, so that until these rates are changed the Federal 
reserve bank can make open-market purchases at any rate not 
less than the minimum nor greater than the maximum. 


A Comparison of the Legal Limits Affecting Acceptance 
Powers with the Limitation Defining the Character of Ac- 
ceptances Eligible for Rediscount and Eligible for Purchase 
by a Federal Reserve Bank. First: National banks are author- 
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ized to accept in connection with import and export transactions, 
the domestic shipment of goods, and the domestic storage of 
readily marketable staples, drafts having not more than six months’ 
sight to run, exclusive of days of grace. On the other hand, a 
Federal reserve bank may not rediscount bankers’ acceptances of 
any of these classes which have a maturity at the time of dis- 
count of more than three months, exclusive of days of grace. 

Second: Federal reserve banks may purchase in the open mar- 
ket bankers’ acceptances drawn against imports or exports, with 
maturities not in excess of six months, exclusive of days of 
grace; and they may also purchase in the open market bankers’ 
acceptances drawn by growers, or by cooperative marketing as- 
sociations composed exclusively of growers, against the domestic 
storage of readily marketable staples and agricultural products 
having maturities not in excess of six months, exclusive of 
days of grace. The maturities of other bankers’ acceptances must 
not at the time of purchase exceed three months, exclusive of 
days of grace. ; 

Third: Federal reserve banks may not rediscount acceptances 
drawn against the domestic storage of goods, unless such goods 
conform to the definition of readily marketable staples. On the 
other hand, they may purchase in the open market bankers’ ac- 
ceptances involving the domestic storage of goods which do not 
conform to the definition of readily marketable staples, provided 
the goods are actually under contract for sale. As was explained 
in Chapter X, drafts of this character cannot be accepted by 
national banks, but under certain circumstances they may be 
accepted by state member banks or by non-member banks and 
acceptance houses. 

Fourth: Under the law, a national Pant may within the 10 per 
cent limit release security held by it in the case of an acceptance 
drawn against the domestic storage of readily marketable staples, 
but the Federal reserve bank is not authorized to rediscount or 
purchase such an acceptance, unless the accepting bank is to 
remain secured throughout the life of the acceptance. 

The question naturally arises: By what authority can the Fed- 
eral Reserve Board allow a greater latitude in the open-market 
purchase of bankers’ acceptances as compared with the redis- 
‘counting of bankers’ acceptances, in some cases with respect to 
the time limit and in others with respect to the character of the 
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underlying transaction? Section 14 of the Federal Reserve Act 
provides that “Any Federal reserve bank may, under rules and 
regulations prescribed by the Federal Reserve Board, purchase 
and sell in the open market, at home or abroad, either from or 
to domestic or foreign banks, firms, corporations, or individuals, 
cable transfers and bankers’ acceptances and bills of exchange of 
the kinds and maturities by this Act made eligible for rediscount,* 
with or without the endorsement of a member bank.” The board 
has ruled that the clause “of the kinds and maturities by this Act» 
made eligible for rediscount” applies exclusively to “bills of ex-— 
change’ and not to “bankers’ acceptances.” Therefore, while the 
board cannot authorize a Federal reserve bank to purchase in 
the open market a Dill of exchange which would be ineligible 
for rediscount, it can by its regulations define the character of 
bankers’ acceptances. which may be so purchased, regardless of 
the limitations of the law with respect to bankers’ acceptances 
eligible for rediscount. And inasmuch as state banking institu- 
tions and acceptance houses are in many cases permitted by the 
laws of the states in which they are incorporated to accept within 
limitations which do not always coincide with the limitations of 
the Federal Reserve Act, and inasmuch as such acceptances form 
a considerable part of the body of the acceptance market and 
can safely and to the advantage of commerce be dealt in by Fed- 
eral reserve banks, they are permitted to purchase them in the 
open market under regulations established by the Board. It 
should be borne in mind that Federal reserve banks are not per- 
mitted to purchase in the open market any and all acceptances 
which such non-member banks and acceptance houses may be 
authorized to create, but only such as conform to the conditions 
and requirements laid down in the regulations of the Board. 
Evidence of Eligibility. Regulation A, governing the redis- 
count of bankers’ acceptances, contains the following provision: 


SEcTION X. EvIpDENCE oF ELIGIBILITY 


A Federal reserve bank must be satisfied, either by reference to the 
acceptance itself, or otherwise, that the acceptance is eligible for rediscount 
under the terms of the law and the provisions of this regulation, The bill 
itself should be drawn so as to evidence the character of the underlying 
transaction, but if it is not so drawn evidence of eligibility may consist of a | 


* Italics are ours. 
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stamp or certificate affixed by the acceptor in form satisfactory to the’ 
Federal reserve bank. 


In connection with the determination of eligibility by Federal 
reserve banks, both as to acceptances offered for rediscount and 
acceptances offered for open-market purchase, the Federal Re- 
serve Board has suggested certain forms of certificates to be 
embodied in or attached to bankers’ acceptances: 


1. Domestic SHIPMENTS: 


At time of acceptance, this bill was accompanied by shipping documents 
evidencing the domestic shipments of (name of commodity) from (point 
of shipment) to (place of destination). 

(Name of Acceptor) 


2. Import AND Export TRANSACTIONS: 


E ; ts 3 (importation) 
This acceptance arises out of a transaction involving : 
(exportation ) 


of (name of commodity) from (point of shipment) to (place of destina- 
tion). 
(Name of Acceptor) 


3. WAREHOUSE SECURED CREDIT: 


This bill was secured at the time of acceptance by independent ware- ' 
house, terminal, or other sinular receipt conveying security title to (name 
of readily marketable staple) stored im (country where stored) and the 
acceptor will remain secured throughout the life of the bill. 

(Name of Acceptor) 


4. Growers’ Bitts AGaAInst STAPLE AGRICULTURAL Propucts: 


This bill. was secured at the time of acceptance by independent ware- 
house, terminal, or other similar receipt conveying security title to (name of 
product) stored in (country where stored) and the acceptor will remain 
secured throughout the life of the bill. This bill was drawn to finance the 
orderly marketing of the specific product by which it is secured and which 
was grown individually or collectively by the drawer. 

(Name of Acceptor) 


Regulation B, governing pee ger ket purchases, etc., contains 
the following provision: 


III. TENTS 


A banker’s acceptance, unless accepted or indorsed by a member bank, is 
not eligible for purchase until the acceptor has furnished a satisfactory 
statement of its financial condition in form to be approved by the Federal 
reserve bank and has agreed in writing with a Federal reserve bank to 
inform it upon request concerning the transaction underlying the acceptance. 
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A banker’s acceptance accepted by a non-member bank would 
of course be ineligible for rediscount by a Federal reserve bank 
without the endorsement of a member bank, for the reason that 
no Federal reserve bank can rediscount anything except for a mem- 
ber bank, and then, of course, with the endorsement of the 
member bank. On the other hand, Section 14 of the Act ex- 
pressly authorizes Federal reserve banks, under regulations to be 
prescribed by the Federal Reserve Board, to purchase in the 
open market bankers’ acceptances “with or without the endorse- 
ment of a member bank,” so that the Federal Reserve Board 
could authorize a Federal reserve bank to purchase in the open 
market an acceptance of a non-member bank without endorsement. 

In case an acceptance of a member bank is offered to a Fed- 
eral reserve bank, either for rediscount by another member bank 
or as an open-market purchase, the Federal reserve bank can 
obtain from the accepting bank a statement with reference to the 
underlying transaction; but in the case of an acceptance made 
by a non-member bank, the Federal reserve bank might not be 
able to obtain such information. ‘Therefore, the board has in- 
cluded in its regulations governing open-market purchases a clause 
to the effect that before a Federal reserve bank is authorized to 
purchase acceptances of a non-member bank not bearing the en- 
dorsement of a member bank the accepting non-member bank 
must agree in writing to inform the Federal reserve bank upon 
request concerning the transactions underlying any such accept- 
ance. In addition to this, the regulation provides in effect that 
the ‘non-member bank must file with the Federal reserve bank a 
satisfactory statement of its condition in form to be approved 
by the Federal reserve bank. 

Under this regulation the practice has grown up among non- 
member banks and other acceptance houses wishing to offer their 
acceptances in the open market to have their acceptances declared 
eligible for purchase by a Federal reserve bank by filing with 
the Federal reserve bank a statement of assets and liabilities in 
form approved by the Federal reserve bank and undertaking to 
furnish to the Federal reserve bank upon request complete infor- 
mation concerning the transaction underlying any particular ac- 
ceptance or acceptances. The process of declaring the accept- 
ances of a non-member bank or banker technically eligible for 
purchase by a Federal reserve bank does not carry with it any 
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endorsement or recommendation of the acceptances of such bank 
or banker; nor does it imply that the Federal reserve bank stands 
willing to purchase any and all of such acceptances that may be 
offered. It means neither more nor less than that the non-member 
bank has complied with the requirements of the board’s regula- 
tions and that Federal reserve banks have the right to purchase 
the acceptances of that bank if and when they see fit to do so. 

The Open Market for Bankers’ Acceptances. Before the 
passage of the Federal Reserve Act national banks were not 
authorized to create bankers’ acceptances. Therefore, there could 
not exist in this country an open market for bankers’ acceptances 
in the sense in which it has been developed in England and other 
foreign countries. It is true, as we have already pointed out, 
that bankers’ acceptances were created by private bankers and 
state banks whose charters or the laws of whose states permitted 
their creation, and these to a certain extent were sold to banks 
having funds for investments of that character, and doubtless 
to a limited extent to other investors; but practically the creation, 
and certainly the development, of the acceptance market has taken 
place since the Federal reserve banks began to function. 

It will be plain to the student that the creation of a broad open 
market for bankers’ acceptances involves the development of four 
important groups: First, the importers and exporters, or 
domestic buyers and. sellers of goods, must be induced 
to do a considerable portion of their financing by means of ac- 
ceptance credits; second, a number of banks must be induced to 
grant acceptance credits; third, a number of banks or other per- 
sons having funds for temporary investment must be encouraged 
to take bankers’ acceptances; and, fourth, there should be at 
least a limited number of individuals, firms, or corporations to 
act as brokers or middlemen and bring the buyers and sellers 
together. 

It is natural to assume that under favorable circumstances the 
banker’s acceptance would to a certain extent displace that class 
of paper which we have already discussed under the subject of 
“The Development of the So-Called Commercial Paper Market,” 
but it is also reasonable to expect that this form of financing — 
would attract a considerable volume of business which could 
not be well handled by means of the so-called commercial paper. 
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Moreover, the banker’s acceptance should appeal to a much wider 
circle of investors than the so-called commercial paper. 

As we have already seen, the borrower seeking to place his 
unendorsed (or even endorsed) paper upon the market will offer 
it through established brokerage houses, who will sell it to their 
clients upon the strength of the borrower’s statement of assets 
and liabilities. In many cases the buyer of such paper can have 
no means of knowing the total amount outstanding at any one 
time, and his expectation of prompt payment at maturity is based — 
upon his faith in the reputation of the maker, and to a certain 
extent upon his past history. Loans of this character are not 
necessarily self-liquidating, and there have been cases in which 
maturing loans could be met only because new loans could be 
floated. Occasionally there has been a case in which the bor- 
rower with a nation-wide reputation has been unexpectedly em- 
barrassed, and note-holders have been forced to take a loss or 
to grant long extensions. 

On the other hand, if the bankers’ acceptance business is con- 
ducted properly and on a sound basis, the holder will have, first, 
the undertaking of the accepting bank to pay at maturity; second, 
the knowledge that the bank holds some sort of adequate se- 
curity out of which the debt can be paid, even in the remote 
contingency that the bank should be unable to take care of it; 
third, the knowledge that the drawer of the acceptance is re- 
sponsible for the debt in the case of the failure of the accepting 
bank; and, fourth, the knowledge that each acceptance represents 
a specific commercial transaction’ the consummation of which 
can be relied upon to produce funds to meet the obligation at its 
maturity. 

As a matter of fact, many importers and exporters, and domes- 
tic buyers and sellers of goods have during the past few years 
used the acceptance credit as a means of financing themselves for 
current transactions. Quite a number of large, well-established 
banks have become acceptors, and the demand for bankers’ ac- 
ceptances as investments has had considerable growth. The fol- 
lowing table indicates the estimated outstanding volume of bankers’ 
acceptances at the dates indicated. Included in the estimated 
amounts, however, there is a very small percentage of foreign 
trade acceptances—that is, drafts drawn by sellers in foreign 
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countries accepted by purchasers in this country and bearing the 
endorsement of a well-known and well-regarded bank. 


EsTIMATED VOLUME OF ACCEPTANCES OUTSTANDING ON Dates INDICATED 


Date Amount 
Pecemalerral ehh Greek Beret ie ee hp 555, HE sone ciicenig cs cleo whew $ 250,000,000 
s Bile EC Geetepeey a RAB catates AR es 5 ae om rapa ene alls 450 ,000 ,000 
a DIMRLO LO Agee ree eS a oie cide he ahah, Watcha Rc ceva 750 ,000 ,000 
& SLOOP CSR ORG R: Aer tba me ee 1,000 ,000 , 000 
& SLO DO ed Leben Li Paw beiet Weise ere ere 2) oe 1,000,000 ,000 
ee iL esl 2 1h ae ere eA aR. tot ei. ace tr tely. cinelt 600 , 000 , 000 
te SH NY LEVI CR i a RTE Ps ny JN PE fe PR 600 ,000 ,000 


Acceptance Dealers. The services of the accéptance dealer 
are indispensable to the development and maintenance of a broad 
open market for acceptances. As we have seen, the merchant 
securing an acceptance credit from an accepting bank, after de- 
positing necessary agreements and security, will present his draft 
drawn upon the bank, have the bank accept it, and then sell the 
acceptance in the open market. It is manifestly impossible for 
any such merchant to get personally in touch with any consider- 
able number of possible buyers, much less the whole field of 
_buyers. He therefore offers the acceptance to some person, firm, ' 
or corporation that has an established business of buying and 
selling acceptances and has already erected the necessary machin- 
ery to enable it to keep in touch with a large circle of customers. - 
It is usual for the acceptance dealer to buy the acceptance out- 
right at a discount rate slightly higher than the rate at which he 
expects to sell the acceptance to one of his customers. Each ac- 
ceptance dealer is in constant communication with a wide circle 
of customers, and he is always seeking to add possible customers 
to his list. It is the practice of a number of dealers to mail out 
daily to all customers (or at least to a select list of customers) 
a sheet upon which are listed the acceptances they have to offer. 
This sheet shows the name of the accepting bank, the total amount 
offered, the due date, the number of days to run, and the discount 
rate at which the paper is offered. It also indicates the denom- 
ination in which the bills can be purchased—that is, $1,000, $2,500, 
$5,000, $10,000, etc.—and, as a rule, each item bears a lot num- 
ber. The customer desiring to purchase one or more bills wires 
the dealer, indicating the amount desired and quoting the lot num- 
ber, instead of having to, describe the acceptance in his telegram. 
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Since acceptance dealers purchase acceptances outright, some- 
times from the drawers and sometimes from banks that have — 
bought and held them for a time but desire to dispose of them 

- before maturity, it is frequently necessary for the dealer to obtain 
a considerable amount of assistance to enable him to carry his 
portfolio. In some cases this assistance is given by large com- 
mercial banks that lend money to the dealers on short time or 
on call, with miscellaneous acceptances as security. Not infre- 
quently the Federal reserve banks, particularly those in the large — 
centers where the dealers’ offices are located, will purchase bills 
from the dealers on what are known as fifteen-day repurchase 
agreements. That is to say, the Federal reserve bank will buy a 
miscellaneous lot of acceptances from a dealer, taking his agree- 
ment to repurchase them within fifteen days. The dealer then 
proceeds to sell the acceptances to his customers, taking them 
up from time to time as sales are made, but of course undertaking 
to sell or otherwise repurchase the last of the lot within the fifteen 
days. 

There is another way in which the Federal reserve banks have 
assisted in the development of the open market. Realizing that 
an open market could not be established upon a proper or satis- 
factory basis unless the creation of acceptances was encouraged 
by the establishment of a ready sale for them, and also that the 
purchaser of a bankers’ acceptance should feel confident of his 
ability to resell at a moment’s notice, Federal reserve banks have 
been generous buyers of prime bankers’ acceptances whenever the 
market has needed support; in other words when the supply of 
bills has exceeded the demand. On the other hand, they have 
studiously refrained from buying when the supply has been un- 
equal to the demand. 

It is manifestly to the interest of all commercial banks engaged 
in the acceptance business, whether as buyers or sellers, that the 
market should be established on the broadest possible basis. If 
the Federal reserve banks were the only purchasers of acceptances, 
the market could not develop properly, because at those times when 
Federal banks were not prepared to buy there would be no pos- 
sibility of sale. If, on the other hand, a very large number of 
banks located in all parts of the country became regular buyers 
of acceptances, as is the case among English banks, a much larger 
field for the banker’s acceptance could be developed. 
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We are now probably in a position to understand why, even 
_in the absence of legal restrictions, an accepting bank should take 
the utmost pains to exercise its acceptance powers only in a safe 
and proper way and under safe and proper conditions. If its 
acceptances are to be offered to regular dealers and by them 
offered to purchasing banks, any carelessness or irregularity on 
its part, any failure to take proper security, and particularly any 
failure to meet acceptances promptly at maturity, will, if it be- 
comes. known, have an immediate and lasting effect upon the sala- 
bility of its acceptances. The prospective purchaser of accept- 
ances, whether a bank, individual, firm, or corporation, will make 
the purchase usually by making his selection from a long list 
received by him from a dealer. Manifestly any bank which has 
committed an indiscretion affecting in any way the reputation of 
its acceptances will be passed over by those who select invest- 
ments from the list. A dealer will find the acceptances of that 
bank left upon his hands, to be carried by him until maturity, 
and the inevitable consequence will be that in future he will either 
decline to purchase acceptances of that bank or will buy them 
only at an increased and’ sometimes prohibitive rate. 

Abuses. As has already been stated, the development of the 
open market would be seriously interfered with if dealers sold 
acceptances direct to Federal reserve banks without attempting to 
secure a distribution. The same effect would be produced, and 
probably more promptly and to a more serious extent, if Federal 
reserve banks should purchase acceptances direct from the ac- 
cepting banks. Therefore, this practice has been discouraged from 
the beginning. Nevertheless, in some districts, and particularly 
in the Fifth Federal Reserve District, acceptances were so pur- 
’ chased for a considerable period. The Federal Reserve Bank of 
Richmond had two reasons for temporarily disregarding the best 
method of procedure: First, there was at the time practically no 
open market for acceptances in this district, for the reason that 
few, if any, of the banks had funds available for investments of 
this character; second, it was the desire of the Federal Reserve 
Bank of Richmond to keep in the closest possible touch with all 
member banks in the district that desired to develop the acceptance 
business, to the end that the system might be closely supervised 
and kept from the beginning on a correct basis. It developed that 
chiefly because of unfamiliarity with the principles involved, but 
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partly from other causes, many banks showed a tendency to create 
acceptances in situations in which they were not justified. There 
was a very widespread impression at the beginning that the 
acceptance privilege was nothing more than a means of lending 
to one customer an amount greater than that which was authorized 
by Section 5200 of the National Bank Act. Then, too, some 
small banks whose capital and resources were not sufficient to give 
their acceptances standing in the open market undertook to accept 
under circumstances in which acceptances were by no means 
proper. 


The Collection of Acceptances at Maturity. Whenever a 
bank purchases or discounts for one of its customers a note or 
other negotiable instrument which is payable in some place other 
than that in which the bank is located it is customary in calculating 
the discount charge to include one or more days beyond the matur- 
ity of the paper to cover the time necessary to effect its collection. 
Moreover, if the obligation cannot be collected without the pay- 
ment of an exchange’charge to the bank through which collection 
is made, the purchasing or discounting bank should also deduct a 
sufficient amount to cover such cost. In the case, therefore, of 
acceptances sold in the open market it is always important for the 
purchasing bank to know by what means, at what cost, and in 


what time after maturity payment can be expetced by the holder. © 


With respect to bankers’ acceptances the Federal Reserve Board 
has ruled that no member bank has the right to make an exchange 
deduction in accounting to its Federal reserve bank for its own 
acceptances presented or sent to it for collection at maturity by 
the Federal reserve bank. This disposes in all such cases of the 


question of exchange, and no purchaser need consider the ex- 


change charge in buying acceptances of member banks. 

Whenever the accepting bank is located in a city in which there 
is a Federal reserve bank or a branch of a Federal reserve bank 
collection can always be effected on the day of maturity; and by 
means of the daily settlement of all Federal reserve banks and 
branches through the gold settlement fund in Washington credit 
can be given on the same day at any other designated Federal 
reserve bank or branch. If, however, the accepting bank is not 
located in a Federal reserve or branch city, the acceptance must 
be sent to it for collection, and credit can be given by the collecting 
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Federal reserve bank or branch only after the receipt of a remit- 
tance to cover in immediately available funds. In order to meet 
this situation many accepting banks have adopted the expedient 
of making their acceptances payable in New York or at the Fed- 
eral reserve bank or branch in which the reserve account of the 
accepting bank is kept. In either case it is unnecessary for any 
purchaser to include in the time for which discount is calculated 
any time beyond the due date of the acceptance. 

In any case in which an accepting bank wishes to make an 
acceptance payable in some city or town other than that in which 
the accepting bank is located, the draft should of course be appro- 
priately drawn, for the following reason: If the merchant taking 
advantage of the acceptance credit should draw his draft on the 
First National Bank of Norfolk, Va., and that bank should write 
across the face of the draft, “Accepted, First National Bank of 
Norfolk, Va., payable at the First National Bank of New York, 
New York City (or payable at the Federal Reserve Bank of 
Richmond, Richmond, Va.)” the drawer might be released, be- 
cause iri such a case the acceptor would be making the acceptance 
payable at some place other than that which was designated by 
the drawer, and that act might have been done without the knowl- 
edge and consent of the drawer. The situation is entirely cor- 
rected, however, if the drawer will embody in the draft immedi- 
ately under the dollar line, “Payable at the First National Bank 
of New York, New York City” or “Payable at the Federal Re- 
serve Bank of Richmond, Richmond, Va.” 

In the case of trade acceptances the situation is somewhat 
different, because the person who promises to pay at maturity is 
not a member bank but the individual, firm, or corporation upon 
which the draft is drawn. In accepting such a draft the drawee 
does not make it payable by a bank but usually at a bank. There- 
fore the bank to which it may be sent for collection and remittance 
at maturity has the right to make an exchange charge for remit- 
ting, as was pointed out in our letter on trade acceptances. More- 
over, if the city in which the trade acceptance is made payable 
is not a Federal reserve or branch city credit cannot be given for 
the proceeds of the draft until one or more days after maturity, 
according to the time schedule of the Federal reserve bank through 
which collection is made. Asa matter of course trade acceptances 
payable in Federal reserve or branch cities can be collected with- 


368 .MONEY, CREDIT AND BANKING PRINCIPLES 


out charge, and credit can be made available on the due date of 
the acceptance. For this reason many large concerns using trade 
acceptances more or less regularly will request. customers to make 
them payable in some designated city which is usually an exchange 
center. In order that this may be done without affecting the 
validity of the instrument, the following phrase is frequently 
printed in the body of the draft: “In accepting this draft the 
drawee may make it payable at the office of any bank or banker 
in the United States that he may designate in his acceptance.” 
The Future of Bankers’ Acceptances. Notwithstanding the 
extent to which the open market for bankers’ acceptances has 
been developed, as is indicated by the table of outstanding amounts 
already quoted, many friends of the Federal Reserve System are 
impatient, if not discouraged, because there has not been a wider 
and a more rapid development. We should not forget, however, 
that the acceptance market has had during the last few years to 
contend with unusual conditions, many of which were not favor- 
able to the broad development of the market. As we have already 
seen, the cost of securing money through an acceptance credit 
is made up of three elements: First, the acceptance fee, which 
is usually at the rate of one-quarter of 1 per cent for ninety days, 
or 1 per cent per annum; second, the dealer’s profit, which is fre- 
quently approximately one-eighth of 1 per cent per annum; and, 
third, the open-market rate, which for some time past has been 
from 4 per cent to 4% per cent per annum on prime bills. With 
a market rate of 4 per cent per annum, money obtained through 
-an acceptance credit costs 5 per cent or 54% per cent per annum.* 
For some time past, with the rediscount rates of most of the Federal 
reserve banks at 414 per cent (and several at 4 per cent), it has 
been possible for many merchants to secure money at from 5 per 
cent to 5% per cent through the commercial paper market, though 
some paper has commanded the 6 per cent rate. Many bankers 
purchasing commercial paper have become accustomed to the 5% 
per cent and 6 per cent rate and are unwilling to change to bankers’ 
acceptances at 4 per cent or 4% per cent, even though they can be 
* This matter may be somewhat clarified for the student if the costs are 
stated in dollars and cents. Each $1,000 obtained on a ninety-day accept- 
ance credit would cost the merchant the following: Acceptance fee (% 


per cent), $2.50; dealer’s profit (at 14 per cent per annum), $0.311%4; open 
market discount at 4 per cent per annum, $10.00; total $12.81. 
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disposed of more easily and can be carried with, at least theoreti- 
cally a smaller risk. On the other hand, large issues of Government 
securities at 4 per cent, 4%4 per cent, and 4% per cent have to 
some extent interfered with the attractiveness of bankers’ accept- 
ances as investments at 4 per cent or 4% per cent. In other 
words, there is not a sufficient difference between the prevailing 
rate at which “commercial paper” can be sold and the rate at 
which money can be obtained on acceptance credits to warrant the 
extra trouble of creating bankers’ acceptances; and until condi- 
tions are such that the frequent issues of Government securities 
can be offered at rates lower than 4 per cent to 4% per cent, or 
until the necessity for short-term Government financing has 
passed, it is not probable that bankers’ acceptances can be 
marketed at much less than 4 per cent. 

The American Acceptance Council. A most important 
factor in the development of the acceptance market and the en- 
couragement of the creation, purchase, and sale of bankers’ accept- 
ances in this country has been the American Acceptance Council. 
This is an association formed several years ago by leading bankers, 
bank officers, and business houses for the purpose of directing a 
nation-wide educational campaign designed to inform business 
people and bankers as to the merits of trade and. bankers’ accept- 
ances, the methods of their use in foreign and domestic: mer- 
chandising, and for the further purpose of aiding and establishing 
a comprehensive open discount market. The council, no function 
of which is carried on for profit, has published a monthly maga- 
zine called The Acceptance Bulletin, and has printed and cir- 
culated from time to time interesting and instructive pamphlets 
dealing with bankers’ acceptances, trade acceptances, the open 
market, and related financial topics. In his annual address de- 
livered at a meeting of the council held January 19, 1923, at 
New York, its president, Mr. Paul M. Warburg (formerly a 
member and vice-governor of the Federal Reserve Board), in 
speaking of the future of the banker’s acceptance in this country, 
suggests that the time will come when the largest and strongest 
banks in this country will do very little rediscounting with their 
Federal reserve banks, but, like large English banks, carry con- 
siderable volumes of bankers’ acceptances and finance themselves 
by buying and selling in the open market; on the other hand, the 
smaller banks, while frequently investing in bankers’ acceptances, 
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will also invest in other classes of paper and rely upon their re- 
discount privileges with their Federal reserve banks to meet neces- 
sary adjustments to seasonal conditions. 

Open-market Purchases of Bills of Exchange and Trade 
Acceptances. As we have already seen, Section 14 of the 
Federal Reserve Act provides that Federal reserve banks, under 
rules and regulations to be prescribed by the Federal Reserve 
Board, may purchase and sell in the open market bills of exchange 
of the kinds and maturities made eligible by the Act for redis- 
count, with or without the endorsement of a member bank. Regu- 
lation A of the Federal Reserve Board. (which relates to redis- 
counts) contains the following provisions with reference to this 
subject: 


Section V. Drarts, BILts oF EXCHANGE, AND TRADE ACCEPTANCES 


(a) Definition—A draft or bill of exchange, within the meaning of this 
regulation, is defined as an unconditional order in writing, addressed by one 
person to another, signed by the person giving it, requiring the person to 
whom it is addressed to pay in the United States, at a fixed or determinable 
future time, a sum certain in dollars to the order of a specified person; and 
a trade acceptance is defined as a draft or bill of exchange, drawn by the 
seller on the purchaser of goods sold, and accepted by such purchaser. 

(b) Evidence of eligibility and requirement of statements—A Federal 
reserve bank shall take such steps as it deems necessary to satisfy itself as 
to the eligibility of the draft, bill, or trade acceptance offered for rediscount 
and may require a recent financial statement of one or more parties to the 
instrument. The draft, bill, or trade acceptance should be drawn so as to 
evidence the character of the underlying transaction, but if it is not so 
drawn evidence of eligibility may consist of a stamp or certificate affixed 
by the acceptor or drawer in a form satisfactory to the Federal reserve bank. 


As has already been stated, the Board has suggested the follow- 
ing form of certificate to be used in the case of a trade acceptance, 
the certificate to be embodied in the acceptance or stamped upon 
it and signed by the drawer or the acceptor: “The obligation of 
the acceptor of this bill arises out of the purchase of goods from 
the drawer.” 

Regulation B (governing open-market purchases) contains the 


following provision with regard to drafts, bills of exchange, and 
trade acceptances: 


A bill of exchange, unless indorsed by a member bank, is not eligible for 
purchase until a satisfactory statement has been furnished of the financial 
condition of one or more of the parties thereto. 
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That is to say, no Federal reserve bank can purchase in the 
open market a trade acceptance not bearing the endorsement of 
a member bank, unless the Federal reserve bank has in its files a 
satisfactory statement of the drawer of the bill or of the acceptor 
of the bill, As a matter of fact, Federal reserve banks do not 
rediscount trade acceptances for member banks unless they have 
satisfactory credit information concerning either the drawer or 
the acceptor (frequently they have both), and as a rule no trade 
acceptance is purchased in the open market unless both the drawer 
and the acceptor are known and favorably regarded, and in addi- 
tion the acceptance bears the endorsement of a responsible and 
well-regarded bank. 

Although several, if not all, of the Federal reserve banks have 
purchased trade acceptances in the open market, up to this time 
the volume of this class of paper has been exceedingly small. 
While trade acceptances have been used quite freely in some parts 
of the country, they have been offered for rediscount rather than 
through the open market; on the other hand, the bulk of the 
bankers’ acceptances has been offered through the open market. — 
It will of course be remembered that national banks may discount 
trade acceptances for their customers and Federal reserve banks 
may rediscount them for member banks without reference to the 
10 per cent limitations of Section 5200 of the National Bank 
Act and of Section 13 of the Federal Reserve Act. 

Municipal Warrants. Section 14 of the Federal Reserve Act 
(relating to open-market operations) contains the following pro- 
vision, to which we have not yet referred: 

(b) To buy and sell, at home or abroad, bonds and notes of the United 
States, and bills, notes, revenue bonds, and warrants with a maturity from 
date of purchase of not exceeding six months, issued in anticipation of the 
collection of taxes or in anticipation of the receipt of assured revenues by 
any State, county, district, political subdivision, or municipality in the 
continental United States, including irrigation, drainage and reclamation 
districts, such purchases to be made in accordance with rules and regulations 
prescribed by the Federal Reserve Board. 


The Federal Reserve Board has never issued regulations with 
respect to the purchase and sale by member banks of bonds and 
notes of the United States, and it is probably unnecessary for us 
to comment further on this subject. Regulation E, Series of 
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1920 (which is still in effect), however, deals quite elaborately 


with the purchase of warrants. Section I reads as follows: 


Any Federal reserve bank may purchase warrants issued by a munici- 
pality in anticipation of the collection of taxes or in anticipation of the 
receipt of assured revenues, provided— | 

(a) They are the general obligations of the entire municipality; it being 
intended to exclude as ineligible for purchase all such obligations as are 
payable from “local benefit” and “special assessment” taxes when the 
municipality at large is not directly or ultimately liable; 


(b) They are issued in anticipation of taxes or revenues which are due 


and payable on or before the date of maturity of such warrants; but the 
Federal Reserve Board may waive this condition in specific cases. For the 
purposes of this regulation, taxes shall be considered as due and payable 
on the last day on which they may be paid without penalty ; 

(c) They are issued by-a municipality— 

(1) Which has been in existence for a period of ten years; 

(2) Which for a period of ten years previous to the purchase 
has not defaulted for longer than fifteen days in the payment of any 
part of either principal or interest of any funded debt authorized to 
be contracted by it; 

(3) Whose net funded indebtedness does not exceed 10 per centum 
of the valuation of its taxable property, to be ascertained by the 
last preceding valuation of property for the assessment of taxes. 


Section II limits the amount of warrants of a municipality 
which a Federal reserve bank can purchase without the express 
approval of the Federal Reserve Board to 25 per cent of the 
total outstanding at any one time. Section III limits the total 
holdings of a Federal reserve bank of municipal warrants to 10 
per cent of the deposits of member banks, except with the consent 
of the Board. Section IV places limits upon the warrants of a 


single municipality which may be held by a Federal reserve bank | 


to certain percentages of its total of member banks’ deposits, and 
the percentages vary according to the. population of the munic- 
ipality. Section V provides that warrants issued by a munic- 


ipality of ten thousand population or less shall be purchased only _ 


with the special approval of the Board. Section VI requires Fed- 
eral reserve banks before purchasing warrants to obtain opinion 
of recognized counsel on municipal issues or of the regularly 
appointed counsel of the municipality as to the legality of the 
issue. Section VII limits the amount which may be purchased 
with the endorsement of a member bank to 10 per cent of the 
capital and surplus of the member bank. 
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The question is frequently asked: To what extent may a 
national bank purchase and hold municipal warrants? In other 
words: Are municipal warrants subject to the limitations of 
Section 5200 of the National Bank Act? Although this is not 
a settled question, we are inclined to think that the following is 
a sound view: If the warrants are purchased directly from the 
municipality, and particularly if a balance is kept with a national 
bank as a partial consideration for the purchase, the transaction 
should be regarded as a loan and subject to the limitations of 
Section 5200. This view seems to be supported by the regula- 
tions of the board limiting the amount which can be purchased 
from a member bank with its endorsement to 10 per cent of the 
capital and surplus of the member bank. 

Municipal warrants cannot be rediscounted for member banks, 
and when purchased by Federal reserve banks they cannot be 
deposited with the Federal reserve agent as collateral for Federal - 
reserve notes. A bill of exchange, under the provisions of Sec- 
tion 14 of the Act, can be used as collateral for Federal reserve 
notes when and only when it is endorsed by a member bank. 
On the other hand, bankers’ acceptances purchased under the , 
provisions of Section 14 can be used as collateral for Federal 
reserve notes, whether they bear the endorsement of member 
banks or not. 


QUESTIONS AND EXERCISES 


. Define open market operations. 

. What relationship exists between bank policy and stock-market operations ? 

. Describe the functioning of the commercial-paper market. 

. What effects do open market operations by the banks have on the rate 
of discount ? 
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PART III 


CHECK COLLECTIONS AND THE GOLD 
SETTLEMENT FUND 


CHAPTER XII 


COLLECTIONS 


THE collection of checks is of vital importance in bank- 
ing circles. It seems best to present an account of the 
practices under the national banking system, the collec- 
tion of checks by the Federal reserve banks, and the de- 
velopment of par collections by the Federal reserve banks. 
The readjustment of the practices in check collections 
has been a difficult task. Par collections by the Federal 
reserve banks have caused more controversy than any 
other innovation of the system. The collection of checks 
is such an important phase of banking operations and 
management that a rather full statement of its evolution 
in this country seems essential—[Ed. Note. ] 


A.—THE COLLECTION OF CHECKS * 


It has been frequently estimated that from 90 to 95 per cent of 
all payments of money in the United States are made by checks 
drawn upon banks. The circulation of bank checks is not con- 
fined to the neighborhood of the bank upon which they are drawn. 
On the contrary, they. are circulated more or less freely in all 
parts of the country. While the bulk of the checks drawn upon 
any particular bank will naturally circulate in the neighborhood 
of the bank, very many of them are sent to more distant places. 
It follows, therefore, that the collection of checks is a very im- 
portant function of a commercial bank and it was but natural to 
expect that provisions designed to facilitate the collection of checks 
would form a very important part of the Federal Reserve System. 
However, before considering the provisions of the Federal Re- 
serve Act and the operations of the Federal reserve banks in this 
respect, it will be well to consider rather carefully the systems or 
practices in vogue before the establishment of the Federal Reserve 
‘System. 

Prior to the Civil War banking in the United States was done 
chiefly by state banks—that is, banks organized under the laws 

* Federal Reserve Bank of Richmond (Letter No. 4, March, 1922). 
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of the different states. Most of these had only one office but 
many had branches, generally confined to the states in which they 
were chartered. Many if not all of these banks issued currency 
which was, of course, not legal tender but which had narrow or 
wide circulation according to the size and reputation of the bank 
by which it was issued. 

In 1791 the First Congress of the United States passed a bill 
incorporating the First Bank of the United States, with a charter 
running twenty years. This bank had a number of branches, re- 
ceived deposits, and issued notes. The charter was not renewed 
and the bank went into liquidation in 1811. A second bank of 
the United States, similar in many respects to the first, was char- 
tered and began business in January of 1817. Its career was a 
stormy one and its charter, which ran for twenty years, was not 
renewed at its expiration. The bank took out a state charter in 
Pennsylvania but was liquidated a few years thereafter. Both 
the first and second banks of the United States received deposits, 
made loans, and issued circulating notes. The average circulation, 
-however, greatly exceeded deposits. 

Detailed information with respect to the extent to hid checks 
were circulated and information as to the methods of clearing 
checks prior to the Civil War are exceedingly meager, but such 
evidence as we have leads us to believe that as a general rule 
checks on banks circulated chiefly in the immediate neighborhood 
of the banks on which they were drawn. A very much larger 
percentage of payments was made in currency than at present 
and payments due in the distant parts of the country were made 
largely if not chiefly by shipment of notes or specie or occasionally 
by means of the draft of one bank drawn upon another bank. 

We have very full and circumstantial accounts of the note issues 
of the various: banks and the methods adopted for obtaining re- 
demption. Of these the so-called Suffolk System, with head- 
quarters in Boston and embracing a considerable number of the 
New England banks, was perhaps the most completely organized 
and satisfactory. Our reason for referring, at this time, to these 
systems established for the redempticn of circulating notes is be- 
cause they foreshadowed and to a certain extent paved the way 
for a subsequent system to promote the collection of bank checks 
which to a great extent took the place of bank notes in the settling 
of accounts. 
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We have such complete descriptions of the Suffolk System and 
the circumstances that gave rise to it that it is not necessary to 
attempt even to sketch a picture here. We think, however, that 
several points should be referred to. 


Ist. The New England States were flooded with many 
kinds of state bank currency. Much of it was at a discount 
greater than the cost of having the currency redeemed in 
specie would justify. 

2nd. The Suffolk Bank established a clearing house for 
the redemption of the currency of nearly all, if not all, solvent 
New England banks. 

3rd. Each bank was required to keep an account with the 

. Suffolk Bank for the redemption of its own currency and 
could obtain credit at redemption value (in most cases par) 
for all acceptable currency sent to the Suffolk Bank. In 
addition to a balance large enough to meet periodical re- 
demptions each bank had to keep a certain free balance, to 
compensate the Suffolk Bank for its services. 

4th. (Using the language of Mr. Chas. A. Conant) 
“When any bank refused to join the Suffolk System, the 
Suffolk Bank simply presented its notes for redemption. 
This course soon convinced the majority of the country banks 
that it was better to clear through the Suffolk Bank than to 
maintain unequal competition with neighboring banks which 
had the prestige of belonging to the Suffolk System and 
whose notes were at par throughout New England.” 


In 1864 the National Banking System was established and by 
the Act establishing national banks a prohibitive tax was put upon 
the circulation of notes by any other banks. This, of course, 
drove the state bank circulation out of existence, and since the 
bond secured national bank circulaton was not elastic, the cir- 
culation of checks was increased. 

Even in the early days of the national banks it is fair to assume 
that the bulk of checks drawn upon any one bank circulated in 
the immediate neighborhood of the bank. Payments that had to 
be made in distant cities were very frequently, if not invariably, 
made by means of bank drafts. That is to say, the debtor would 
go to his bank and purchase the bank’s draft on its correspondent 
in the city in which the creditor lived. The purchaser of such a 
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draft had not only to pay the face amount of the draft but an_ 
additional sum called “exchange.” The amount of this “ex- 
change” varied greatly with the circumstances of the case but 
generally speaking it was sufficiently large to cover the cost of 
sending currency, by the bank issuing the exchange draft, to the 
correspondent on which the draft was drawn, the cost, of course, 
including the transportation charges, insurance, and interest on 
the money while in transit. . 

In a book called The Methods and Machinery of Practical 
Banking, by Claudius B. Patten, published in 1891, we find this 
interesting statment—“In those times (thirty or forty years previ- 
ous) there was a comparatively small amount of this collection 
business to be done. The-country merchant paid his city bills by 
getting checks on the city from his nearest bank, for which he 
paid roundly, or by sending the cash.’ Again, referring to the 
schedule of charges for the collection of notes, drafts, and 
checks—“Nothing on that schedule below % per cent, even for 
the closest home points, while 34 and 1 per cent were very com- 
mon charges where the paper was not payable in our immediate 
vicinity. But, when we came to notes and drafts due all the way 
from 500 to 1,500 miles away,‘in certain conditions of the ex- 
change market, 2 and 3 per cent would crop out as an exchange 
charge.” Again: ‘Nowadays (1890) no country trader, no 
matter whether he is located in Deadwood or St. Augustine, 
thinks he is in fashion unless he ‘pays’ his New York or Boston 
bills by sending there his individual checks on his local bank, 
which gets all the advantage of his deposit till the checks come 
round for collection from, the city banks, which have given 
their dealers immediate credit for them, and made no charge for 
their collection. The establishment of the National Bank System 
has played its part in this enormous increase in number and 
variety of the checks which are to be handled and collected by 
the city banks by increasing the public estimation at distant points 
of hundreds of small interior banks whose stability and character | 
are generally guaranteed by the ‘National’ part of their title.” 

As the custom of paying at distant points by individual check, 
instead of by bank draft, developed, it was, of course, necessary 
for banks to set up more or less satisfactory machinery for the 
collection of checks. When the checks finally reached the banks 
upon which they were drawn, payment had to be made to the — 
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bank or banks by which they were forwarded. This was fre- 
quently done by means of the bank’s draft on its correspondent 
in some recognized exchange center ; that is to say, some principal 
city in which many banks maintained balances. 

It will be remembered that the National Bank Act provided for 
the designation of certain cities as reserve cities and certain other 
cities as central reserve cities, allowing the country banks to main- 
tain three-fifths of their required reserves in national banks in 
reserve or central reserve cities and allowing the national banks 
in reserve cities to maintain one-half of their required reserves in 
the form of balances in national banks in central reserve cities. 
These reserve and central reserve cities (particularly the latter) 
became recognized exchange centers. In making remittance for 
checks received by mail the remitting bank was in the habit of. 
deducting exchange, that is to say it would deduct from its re- 
mittance check an amount sufficient to offset the cost of shipping 
the currency to the bank: against which its exchange draft was 
drawn. 

In the early days of banking, communications were slow and 
difficult, the risk of transporting currency by express was great, 
and consequently. insurance charges were high. These costs were | 
reflected in the exchange charges deducted in making remittances, 
but as the business of the country grew, as transportation facili- 
ties were improved, as the number of banking towns and cities was 
multiplied, and as the commercial importance of many of these 
cities was increased, the necessity for the shipping of currency 
naturally decreased. That is to say, the balances in reserve and 
central reserve cities were built up by the collection of checks and 
while a considerable amount of currency had to be shipped from 
time to time this amount formed a smaller percentage of the whole 
than was the case in the days when business was less active. 

As time went on, many banks realized that the payment of 
checks drawn upon them without the deduction of exchange would 
be an advantage to the customers drawing the checks. When ex- 
change charges were high these were naturally passed on to the 
depositor of the checks and this depositor naturally passed on the 
charge to the customers from whom he received the checks, if not 
as a direct charge at any rate as a part of the price of the goods 
sold. 

A moment’s reflection will convince us that this was necessarily 
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the case. Suppose we take the example of a large merchant in 
New York shipping goods to various parts of the country and 
receiving payment in the form of checks drawn upon widely 
scattered banks, the collection of which would involve high ex- 
change charges. Upon depositing these checks in his bank for 
collection the merchant would be charged the cost of collection. 
If his business was large, this would amount to a considerable item 
in his expense account in the course of the year, and since all of 
his expenses had to be covered in the prices at which he sold his 
goods, the exchange charges paid by him would be reflected in the 
prices at which his goods were sold. Even if we assume that his 
bank credited such checks at par and itself absorbed the cost of 
collection, he was required to carry a balance which would justify 
the bank in rendering the service and absorbing such exchange as 
had to be paid by it. The loss of interest on this balance was, 
of course, an indirect expense which had to be absorbed just as 
any direct expense of the business was ‘absorbed. 

As we have already pointed out, in many cases banks realized 
the advertising value of remitting or accounting for checks drawn 
by their customers upon them without the deduction of the ex- 
change charge. This led many banks at an early date to remit at 
par. On the other hand, even where exchange had to be paid on 
checks, competition drove banks to accept such checks on deposit 
and absorb the cost of collection, though in such cases the de- 
positor was required to keep a compensating balance. Otherwise, 
his business would be done by his bank at a loss and in such case 
the bank would be better off without the account than with it. 
After accepting checks (the collection of which would involve 
expense) the bank was, of course, prompted to do what it could to 
collect the checks without cost or at any rate with the smallest 
possible cost and this gave rise to innumerable collection plans, 
a few of which it may be profitable for us to consider briefly. 

Two large banks in different parts of the country would open 
reciprocal accounts, each undertaking to collect for the other and 
to credit without charge all of the checks in its own city and a 
considerable portion if not all of the checks on banks in its im- 
mediate vicinity. Checks on the same city could be collected with- 
out cost by presentation to the banks on which they were drawn or 
through the clearing house, and many clearing houses were estab- 
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lished in cities in which there were a number of banks of con- 
siderable size. 

The checks on the outlying banks were handled in various ways’ 
Frequently a number of outlying banks would maintain their re- 
serve accounts with the city bank. All the checks deposited in 
the outlying banks were sent to their city correspondent for dis- 
tribution and collection and in return each one of the country 
banks would pay to its city correspondent the checks drawn upon 
itself and forwarded through the city correspondent. In this way 
certain banks became the centers of collection for all or a part of 
their surrounding territories. 

In some cases one of these banks would advertise its ability to 
collect on certain territory and invite the sending of items by other 
banks upon satisfactory terms. Let us suppose that a bank in 
Norfolk, Virginia, had established its ability to collect on that por- 
tion of Virginia which is near to Norfolk and on a certain part 
of the northern portion of North Carolina. Banks in northern 
cities could then make arrangements with this Norfolk bank to 
send checks drawn on all the banks in the specified territory upon 
the agreement that the Norfolk bank would remit once a week 
or once in ten days, either without exchange deduction or with a_ 
very small deduction, the Norfolk bank making its profit partly 
from the small exchange charge and partly from the use of the 
money between the time it was collected and the day on which 
remittance had to be made. 

Since few, if any, of these arrangements covered a complete 
territory the larger banks frequently had to resort to very round- 
about routes to effect collection on certain points and it was not 
unusual for a check which could have traveled fifty miles in a 
direct line, to take a route of hundreds of miles and stop in five 
or more banks before it finally reached its destination. This, of 
- course, consumed an enormous amount of time in many cases and 
caused a large volume of checks to be passing through the mails 
at all times. This volume of checks in the mails (between the 
banks in which they were first deposited and the banks on which 
they were drawn) is known as float. When it is remembered that 
after reaching its destination payment for a check had to travel 
back through the same route by which the check had come, it will 
be realized that float was a very considerable item and that it was 
unnecessarily large. 
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The question naturally arises—‘How could a bank accept a). 
check from a depositor, place the amount to his credit immediately — 
and then send it off for collection by a route by which it would 
take any number of days (from one to fifteen in extreme cases), 
to reach its destination, with additional time for the money to 
make the return trip in the shape of a book credit or remittance 
draft?” It will be remembered that under the law governing 
national banks a part of the required reserve of the country bank 
could consist of a balance in a National bank in a reserve or 
central reserve city and a part of the required reserve of the 
reserve city bank could consist of a balance in a national bank in 
a central reserve city. Under a practice allowed by the Comp- 
troller of the Currency these reserve balances did not have to 
consist of realized balances with the reserve banks (approved 
reserve agents) but could consist of balances as shown by the 
books of the bank required to keep the reserve. In other words, 
a country bank in Virginia could carry three-fifths of its required 
reserve in the shape of an account on its books showing a balance 
due it by a national bank in Baltimore, Philadelphia, or New 
York. If the Baltimore or other bank would undertake to collect 
all of the checks on Virginia, Maryland, North Carolina, South 
Carolina, and other points which the Virginia bank might send 
to it, the Virginia bank could accept all such checks deposited 
with it in any day by its customers, include them in one letter to 
its Baltimore correspondent, mail the letter and charge it to its 
correspondent on its books immediately, counting the balance as 
reserve without even waiting for the letter to reach its Baltimore 
correspondent and, of course, without waiting for the Baltimore 
correspondent to turn the checks into cash. This was one of the 
most serious defects of the banking system of this country before 
the establishment of the Federal Reserve System. Whenever 
trouble occurred and it was necessary to use reserves for the 
purpose of meeting increased current obligations, it was found 
that a large part of what was supposed to be reserve had no 
real existence. 

The practice had not only this bad effect but it gave rise to 
another evil, the effect of which proved to be very serious at 
times. Since a bank could mail all sorts of checks to its cor- 
respondents and immediately count the total as reserve, it naturally 
fell into the habit of giving immediate credit to its depositors, 
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without waiting to turn the checks into money. This made pos- 
sible what is known as kiting. Suppose we illustrate the situation 
by a simple example. Let us assume a man has $10,000 in cash 
and no obligations. He is manifestly worth neither more nor less 
than $10,000. Now suppose he deposits this $10,000 in a bank 
in Richmond, Virginia, and in place of $10,000 in cash he has a 

bank balance of $10,000. He is worth neither more nor less than 
$10,000. Suppose, however, he opens a bank account in Norfolk 
by depositing in the Norfolk bank his check on the Richmond 
bank for $10,000. Even if the check should be sent direct to 
Richmond by the Norfolk bank, it will be at least one day before 
it reaches the Richmond bank and is charged to the drawer’s 
account. In the meantime, though still worth neither more nor 
less than $10,000, he has two bank accounts, each showing 
$10,000 to his credit. He can go still further and open an account 
in New York by depositing his check on the Norfolk bank. If 
given immediate credit he would have a third $10,000 balance 
though still worth neither more nor less than $10,000. 

So far, no particular harm has resulted. The depositor whose 
worth is $10,000 has three bank accounts, each showing a balance 
of $10,000, to his credit and this apparent condition continues as 
long as he keeps his checks on the three banks circulating between 
the three banks. Now let us suppose that by means of other 
checks on these same banks he withdraws and passes out to some- 
one else $5,000 from each bank, making a total of $15,000. He 
would then have an apparent balance of $5,000 in each bank, in 
spite of the fact that from the three banks he had checked out 
$15,000 or 50 per cent more than the amount of his original de- 
posit in money; and these three apparent balances of $5,000 each 
could be maintained on the books of the banks as long as he 
continued to circulate between them his drafts for $10,000 each 
and as ‘long as each of the three banks continued. to give him 
immediate credit upon receipt of the drafts. 

It will be perfectly plain from this illustration that a person or 
firm which maintains bank accounts in a number of different cities, 
and particularly if the collection system is such that checks drawn 
on one city and deposited in the bank of another city will take a 
roundabout course, consuming many days in the process of col- 
_ lection, can, if he is given immediate credit, borrow a considerable 
sum from the group of banks by depositing in each bank his check 
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on one of the other banks and he can retain the sum as long as - 
he continues to meet each check upon its arrival at the bank upon 
which it is drawn by the deposit of a check for the same amount 
on one of the other banks. Kiting, which has been very exten- 
sively indulged in, particularly in times of tight money, was made 
possible by the general practice of giving immediate credit, and 
this practice naturally grew out of the custom of counting as re- 
serve, balances which did not consist of realized funds. More- 
over, the practice of giving immediate credit constituted one of 
the chief defects of the banking system prior to. the establishment 
of the Federal Reserve System and was one of the principal 
reasons for its occasional breakdown. 

In the illustration given of the person maintaining three bal- 
ances in as many banks by the skillful circulation of his own 
checks between these banks, we have exemplified one of the 
simplest forms of kiting, a form which if carried on in the manner 
indicated would soon be detected by the experienced banker. 
Actual kiting operations are usually conducted in a much more 
elaborate manner, involving sometimes six or eight banks and 
checks of several depositors instead of one, as in this instance. 
With the increased complications and with the increased number 
of banks involved the operations are very much more difficult to 
detect. For instance, we have seen kiting operations involving 
several small country banks and several large city banks of which 
at least some of the participating banks seemed to be wholly un- 
conscious, where the total amount involved in the kite exceeded 
the combined paid-in capital of all of the country banks involved. 
Such a situation was only possible where the bank receiving the 
checks from its depositor placed them to his credit before it was 
able to forward them for collection and receive returns in money 
or in the shape of a realized balance with its reserve correspondent. 

Another form of kiting, which though not quite so dangerous 
as the case in which kiting is conducted by one person using his 
own checks on a group of banks, also involves what are frequently 
unconscious loans to customers. If a bank receives from a cer- 
tain customer a considerable volume of checks, some of which can 
be collected in one day, some.in two, some in three, and so on up 
to ten or fifteen days, and gives the customer immediate credit 
for all such checks and allows him to check against his balance 
before the items received from and credited to him can be col- 
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lected, the bank is really allowing the customer to overdraw his 
account or to make use of funds which belong to the bank and not 
to the customer. Where the daily volume of such deposits is 
considerable and where the collection time is necessarily long an 
account on the books of the bank (where immediate credit is 
given for all items received) may show a very considerable bal- 
ance to the customer’s credit while a true showing would indicate 
a very large overdraft on his part. 

Many years ago astute bankers began to realize this and many 
of the more advanced bankers began what is known as the analysis 
of accounts. In many cases that came under our observation 
during the early days of account analysis startling results were 
shown. Sometimes a customer’s account would show on the 
books of the bank an average daily credit balance of $30,000 while 
an analysis of the account would indicate an average daily over- 
draft of $30,000. In other words, instead of having the account 
of the customer who had $30,000 to his credit, a considerable 
portion of which could be loaned out to the bank’s advantage, 
the bank was actually lending that customer $30,000 without 
interest. 

The analysis of bank accounts is not a very difficult or elaborate 

affair. Each deposit ticket upon which the customer lists checks 
deposited for his credit shows with respect to each item the bank 
on which it is drawn and the city or town in which the bank is 
‘located. The analysis department takes all of these tickets for a 
given period and enters the amount of each item or group of items 
in a vertical column, entering in the first column the amount of 
checks that can be collected in one day and in the second the 
amounts of checks that can be collected in two days, and so on, 
determining the column in which each amount is entered by the 
town in which the item is payable and by reference to its general 
schedule showing the length of time required to collect items on 
various towns and places. Experienced anaylsis clerks soon get 
the schedule by heart and so acquire the ability to work rapidly. 

After all items deposited by the customer in a given period 

have been entered on the sheet all of the columns are added, in- 
cluding a column showing the customer’s apparent balance each 
day according to the books of the bank. The amount of the one 
day column is deducted, then twice the amount of the two day 
column, three times the three day column, and so on. The re- 
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mainder is divided by the number of days in the period covered 
and the result will show the customer’s average realized balance 
for the period. Usually the bank deducts from this balance the 
reserve which it is required to keep and calculates interest on the 
remainder at the average rate which the bank has realized during 
the period on its loans and investments. This is the gross profit 
on the customer’s balance. From this gross profit is deducted 
any exchange charges which the bank may have had to pay during 
the period on the items handled for the depositor. The bank also 
deducts interest allowed tothe depositor on his account and the 
result is the net profit realized on the account. 

During recent years more and more banks have been adopting 
the systematic analysis of accounts. Many country banks have 
been under the impression that their city correspondents were 
allowing them interest at the agreed rate on their book balances. 
This is by no means the case. In fact in any case in which in- 
terest has been allowed on book balances instead of realized bal- 
ances the bank making the allowance has either been acting with- 
out knowledge or deliberately taking business at a loss. It is 
safe to say that during the last few years in a rapidly increasing 
percentage of cases interest has been allowed to country banks by 
their city correspondents only upon realized balances, that is to 
say on book balances after making the proper allowance for all 
float carried for the country bank. 

There have also been many cases in which city banks acting as 
reserve agents for the country banks have accepted all items for- 
warded by the country banks and credited such items at par, 
apparently absorbing such exchange charges as they have been 
required to pay upon the final collection of such items. While it 
has not been the general custom of the city bank to charge back 
these exchange costs to the country correspondents they have re- 
quired them to carry balances sufficiently large to justify its absorp- 
tion of the exchange cost, so that the country bank, which in 
many cases was congratulating itself upon obtaining its collec- 
tions free (while it is collecting exchange upon all checks drawn 
upon it) was really paying exchange to its city correspondent by 
carrying without interest a balance sufficiently large to compensate 
the city correspondent for its payments in the form of exchange 
for the account of the country bank. 

While the practice of analyzing accounts and the practice of 
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- requiring free balances (balance without interest) sufficiently large 
to offset the cost of exchange has been growing rapidly during 
recent years, there have always been a number of banks carrying 
the accounts of other banks that through ignorance or through 
the reckless desire to show large figures in their statements have 
been willing to do a considerable amount of this business at a loss 
to themselves. It is needless to say that this unintelligent com- 
petition has had its effect but to an increasing degree the larger 
banks generally have realized that it is impossible to make a living 
out of business done at an actual loss. Consequently the tendency 
in recent years has been to pass on the cost of exchange and the 
~ cost of float to the depositor in some form or other, either in the 
form of a direct, specified charge or the requirement of a com- 
pensating balance. 

The points in which we are particularly interested at this time . 
are: first, the custom of payment by check had become almost 
universal; second, that many banks had realized that it was a 
direct advantage to their customers and consequently an indirect 
advantage to themselves to remit or account for checks drawn 
upon them without exchange deduction; and third, that in order 
to effect the collection of those checks that could not be col- 
lected directly at par, elaborate systems had grown up, the result 
of which was that in many cases checks pursued devious and 
roundabout courses before arriving at their destinations. While 
these elaborate systems did not effect collection at par, even at 
the expense of much time, they did considerably reduce the cost 
of collection in the shape of daily exchange payments and the 
tendency was always in the direction of cheaper cost. 

Some cost was inevitably necessary. In a considerable per- 
centage of cases the simultaneous operation of a number of differ- 
ent collection systems was not economical. The resulting bal- 
ances had finally to be settled by the payment of currency and 
very frequently currency was being shipped in both directions at 
the same time, but any combination of several systems or the 
unification of all systems would manifestly have reduced such 
shipments to a minimum. 

The tendency of all efforts was in the direction of the elimina- 
tion of the cost of collection and the systems which existed prior 
to the Civil War for the redemption of state bank notes suggested 
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transit time from the Federal Reserve Bank of Richmond to the 


other Federal reserve bank or branch and the collection time indi- 
cated by the time schedule of the other Federal reserve district. 
For instance, if a check drawn on a bank in Rochester, N. Y., is 
sent to the Federal Reserve Bank of Richmond by one of its mem- 
ber banks, credit is given three days after receipt. One of these 
days is consumed in sending the item to the Federal Reserve Bank 
of New York, one in forwarding the item from the Federal Re- 
serve Bank of New York to the bank in Rochester, and the third 
day in the sending of returns by the Rochester bank to the Federal 
Reserve Bank of New York. Upon receipt of such returns settle- 
ment is made between the Federal Reserve Bank of New York 
and the Federal Reserve Bank of Richmond without further delay. 

In order to simplify matters, each Federal reserve bank fur- 
nishes its member banks with a complete time schedule covering 
every state in the United States, and those principal cities the 
transit time of which is less than the transit time of the states in 
which they are located, so that it is a comparatively simple matter 
for the member bank to determine the length of time that will be 
consumed in the collection of any item after it reaches the Federal 
reserve bank of its district. 

Under the plan established July 15, 1916, member banks were 
allowed to send to their Federal reserve banks not only the checks 
drawn upon other member banks (whether in their own or in other 
districts) but also checks drawn upon such non-member banks as 
had agreed, or would from time to time agree, to remit at par to 
the Federal reserve banks of the districts in which they were 
located. In order to keep member banks advised with respect to 
the non-member banks whose checks could be sent to the Federal 
reserve banks for collection, the Federal Reserve Board has pub- 
lished regularly what is known as the par list. This list is made 
up by the Federal Reserve Board from information furnished by 
the Federal reserve banks, and is a complete list of all non-member 
banks, classified by states, upon which checks can be collected. 

Under the collection plan as originally outlined in Circular No. 
45, a service charge of 1% cents per item was imposed for the 
collection of checks. It will be remembered that at that time the 
Federal Reserve System was comparatively young and few, if any, 
of the Federal reserve banks were earning their current expenses 


and required dividend. On September 1, 1916, the service charge 
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was reduced to 114 cents per item. On October 1, 1917, member 
banks were notified that exemption of the service charge on 250 
checks per month would be allowed, and on June 15, 1918, member 
banks were advised that until further notification the service charge 
would be eliminated. Since that time there has been no charge 
of any description for the collection of items drawn upon member 
banks or upon non-member banks on the Federal reserve par list. 

Circular No. 45 also advised member banks that in any case 
in which checks received by them from the Federal reserve bank 
would impair their reserve, and in which they were unable to fur- 
nish satisfactory exchange for the restoration of the reserve to the 
amount required by law, they could ship either lawful money fit for 
circulation or Federal reserve notes to the Federal reserve bank at 
the expense of the Federal reserve bank. A similar privilege 
was granted to non-member banks remitting at par for checks 
drawn upon themselves, and this privilege continues to the present 
day. With respect to member banks the privilege was made 
unnecessary when the Federal reserve bank undertook to pay in- 
coming charges upon all acceptable currency shipped by the 
member banks to the Federal reserve bank, for whatever purpose. 

When Circular No. 45 was issued by the Federal Reserve Bank 
of Richmond, under date of June 12, 1916, announcing the estab- 
lishment of the new collection system on July 15, 1916, under the 
authority and direction of the Federal Reserve Board, it was 
assumed that non-member banks would promptly recognize the 
benefits which they would ultimately derive from participation in 
the system and from the convenience and advantages which would 
accrue to their customers from the fact that checks upon them could 
be collected in a much shorter time than was possible before the 
establishment of the system and without deduction or cost other 
than the service charge imposed by the Federal reserve banks. 
In other words, it was anticipated that sooner or later all non- 
member banks would voluntarily agree to co-operate in return for 
the benefits which they were already deriving and would derive 
from participation in the collection system. The fact should not be 
overlooked that from the very beginning, even of the first collection 
system above referred to, non-member banks could use the Federal 
reserve collection system by forwarding acceptable items through 
their member bank correspondents. As time went on numbers 
of non-member banks joined the collection system by agreeing to 
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Board shall, by rule, fix the charges to be collected by the member banks 
from its patrons whose checks are cleared through the Federal reserve bank 
and the charge which may be imposed for the service of clearing or collec- 
tion rendered by the Federal reserve bank. 

The Federal Reserve Board shall make and promulgate from time to 
time regulations governing the transfer of funds and charges therefor 
among Federal reserve banks and their branches, and may at its discretion 
exercise the functions of a clearing house for such Federal reserve banks, 
or’ may designate a Federal reserve bank to exercise such functions, and 
may also require each such bank to exercise the functions of a clearing 
house for its member banks. 


During the first few months of their operation the Federal re- 
serve banks did not undertake to receive checks upon member 
banks (drawn by their depositors) on anything like a scale which 
would constitute a collection system. The first functions per- 
formed by Federal reserve banks consisted of the collection of the 
first installments of subscriptions to capital stock and the receipt of 
the first installments of required reserves in accordance with 
Section 19 of the Act. 

It will be remembered that Section 19, as originally passed, 
while it made certain reductions in the reserves required of na- 
tional banks (and also of state member banks), had fixed a period 
of three years from the date on which the Secretary of the Treas- 
ury should officially announce the establishment of Federal reserve 
banks, within which period there was to be a gradual transfer of a 
part of the required reserves from approved reserve agents to the 
Federal reserve banks. Member banks in central reserve cities 
were required to maintain reserves of 18 per cent against 
deposits and 5 per cent against time deposits; 7/18 of the 
required reserve of such a member bank was to be transferred 
immediately to the Federal reserve bank, 6/18 had to consist of 

lawful money in the vaults of the member bank, and the remaining 
5/18 could consist either of lawful money held by the member 
bank or a realized balance with the Federal reserve bank. 

Member banks in reserve cities were required to carry reserves 
of 15 per cent against demand deposits and 5 per cent against 
time deposits ; 3/15 of the required reserve was to be immediately 
deposited with the Federal reserve bank. After one year this re- 
quired deposit was increased to 4/15; after another six months, to 
5/15; after another six months to 6/15; and was to remain at 
6/15 thereafter. The vault reserve, consisting of lawful money, - 
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was fixed at 6/15 for a period of three years (until November 16, 
1917) and thereafter at 5/15. During the three-year period the 
remainder of the reserve could consist of balances with approved 
reserve agents, but after the end of the third year it had to be 
either lawful money on hand or a realized balance with the Federal 
reserve bank. 

The reserves of country banks were fixed at 12 per cent against 
demand deposits and 5 per cent against time deposits. From the 
beginning and for a period of one year, 2/12 of the required re- 
serve had to consist of a realized balance with the Federal reserve 
bank. At the end of the year this was increased to 3/12, at the end 
of another six months to 4/12, at the end of another six months 
to 5/12, at which point it remained permanently; 5/12 of the 
required reserve had to consist of lawful money in the vaults of 
the country bank throughout the period of three years, after which 
it was reduced to 4/12. During the three-year period the remain- 
der of the required reserve could consist of balances with approved 
reserve agents but after the end of the three-year period 3/12 of 
the required reserve could consist of lawful money on hand or a 
realized balance with the Federal reserve bank. 

It will be seen from the above that the first installments of re- 
serves required to be deposited with the Federal reserve banks 
were comparatively small in the cases of country banks and reserve 
city banks. 

Payments on subscriptions to capital stock were made in gold 
and, generally speaking, the first installments of reserves were de- 
posited in gold. Almost from the beginning, however, several if 
not all of the Federal reserve banks received from their member 
banks a number of checks drawn upon their correspondents in 
cities in which other Federal reserve banks were located. There- 
fore, while no recognized collection system existed, a certain 
amount of collecting was done in connection with the establish- 
ment of required reserve deposits. 

In its First Annual Report, covering the period from November 
16, 1914, to January 1, 1915, the Federal Reserve Board said: 

The Federal Reserve Act, in Sections 13 and 16, provides in general 
language for the collection and clearing of checks without, however, under- 
taking to define more precisely the exact extent or character of these 
operations. It does, however, prescribe the character of the items that may 


be received on deposit by Federal reserve banks and clearly contemplates 
the performance of certain clearing functions by such banks: for their 
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members. It also contemplates clearings of undefined extent among the 
several reserve banks and authorizes the board itself to act as a clearing 
house for the several reserve banks, or to designate one of these banks to 
perform this service. 

From the beginning, the board has regarded the organization of ticle 
clearing functions as one of the most important responsibilities with which 
it is charged under the Act, as well as one of its most difficult and intricate 
problems. The whole scheme involves very considerable and thorough- 
going innovations in existing methods, however substantial the benefits that 
will accrue from a well organized system of clearings national in its scope. 
The board has, therefore, deemed it wise to move carefully in a matter 
involving dislocation in established practices and arrangements and depend- 
ing for its success, in a large degree, upon the harmonious cooperation of 
the several banks involved... . 4 

It must be remembered that the problem presented to the board is one 
of great novelty and calls for the application of a high degree of technical 
skill in order that there may not: result undue disturbance and violent 
derangement of customary commercial and banking methods. Committees 
representing the executive officers of the various banks are studying the 
subject, and the board is giving much of its own time and thought to an 
analysis and comprehension of the many elements involved in the question. 
It is believed that substantial progress will be made in the near future in 
the development and formulation of an effective plan for the solution of 
this problem. 


In the following brief outline of the development of the Collec- 
tion System, we will deal chiefly with those developments which 
took place in the Fifth Federal Reserve District; first, because 
familiarity with the details will enable us to describe these develop- 
ments more accurately ; and, second, because the same general re- 
sults were obtained in other districts, though each one of the 
twelve Federal reserve districts would probably have a slightly 
different story to tell, at least with respect to local problems and the 
methods pursued in attempting to solve them. 

As early as November 25, 1914, the Federal Reserve Bank of 
Richmond announced to its member banks its readiness to com- 
mence rediscounting operations and its readiness to furnish Fed- 
eral reserve notes for the proceeds of rediscounts. At the same 
time balances in excess of required reserves were subject to check, 
and checks upon the Federal Reserve Bank of Richmond were then 
acceptable by other Federal reserve banks. In like manner, excess 
balances in other Federal reserve banks could be checked against 
by their members and such checks could be sent to the Federal 
Reserve Bank of Richmond for the credit of the sending member 
banks. At that time no special machinery had been set up for the 


COLLECTIONS... 305 


settlement of accounts between Federal reserve banks. Balances 
resulting from checks drawn by member banks against their re- 
serve accounts, and in some cases from checks drawn by member 
banks of one district against their correspondents in the Federal 
reserve cities of other districts, were allowed to accumulate, though 
there was a general understanding among Federal reserve banks 
that settlement could be required at any time by a creditor Federal 
reserve bank and would be effected by the shipment of gold by the 
debtor Federal reserve bank. Balances were kept within reason- 
able limits by the shifting of credit balances between Federal re- 
serve banks. 

It may be well to state at this point that on May 19, 1915, the 
Gold Settlement Fund was established in Washington and provi- 
sion was made for a weekly settlement of all accounts between 
Federal reserve banks and branches. Although it will be necessary 
to refer to the Gold Settlement Fund and the settlements between 
Federal reserve banks in this and subsequent letters, we will at 
some future time devote a special letter to a description of the 
establishment and development of the Gold Settlement Fund. 

On May 15, 1915, the Federal Reserve Bank of Richmond 
issued to its member banks a circular letter outlining a clearing 
plan in which it invited all member banks to join. Under this plan 
the Federal Reserve Bank of Richmond undertook to receive from 
those of its member banks who elected to join the system, checks 
upon any other members who also elected to cooperate in the plan. 
Such checks were to be received for immediate credit and immedi- 
ate debit. That is to say, only members cooperating in the plan 
could participate and they could send in only checks drawn upon 
other cooperating members. All checks received on a given date 
were credited to the accounts of the members from whom they 
were received and charged against the accounts of members on 
which they were drawn. It was realized, of course, that such 
exchanges of checks (particularly unless the plan was entered into 
by all member banks in the district) would freqently result in an 
excess balance to the credit of some of the cooperating member 
banks and deficient balances on the part of others. To meet this 
situation, the Federal Reserve Bank of Richmond also offered to 
receive, from those member banks that joined the voluntary col- 
lection system, checks on member banks in all of the Federal re- 
serve bank cities east of the Mississippi River—Boston, New 
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York, Philadelphia, Richmond, Atlanta, Cleveland, Chicago and 
St. Louis—and offered to arrange when practicable to give offsets 
to other points when required by purely local conditions. It was 
pointed out, however, that this offer was not intended in the first 
stage of operation to enable member banks to accumulate balances 
with the object of transferring them to the most convenient point 
for exchange purposes, but only to receive such checks to the 
extent necessary to enable them to conveniently provide funds to 
meet the checks drawn upon them and forwarded to the Richmond 
bank to be cleared under the plan. 

Although this plan remained in operation for some time, only 
approximately ninety banks agreed to cooperate in this district. 
The result was never entirely satisfactory even considering the 
limited scope of the operation of the plan. This same plan, or. 
plans somewhat similar, were inaugurated, with varying degrees 
of success, in other Federal reserve districts, but it was felt that 
all these plans were more or less experimental and that no satis- 
factory basis of clearing could be reached until some plan was 
worked out by which all member banks, and possibly a consider- 
able number of non-member banks, could be required or induced 
to cooperate. 

In its Second Annual Report (for the year ending December 
31, 1915) the Federal Reserve Board said: 


Section 16 of the Federal Reserve Act made general provision for the 
establishment of a system of clearance of checks throughtout the United 
States, each Federal reserve bank being required to act as a clearing house 
for its members if directed by the Federal Reserve Board, while the Federal 
Reserve Board was authorized to clear for the reserve banks themselves. 

The board had from the first recognized its duty to make this provision 
of the law effective as fully and at as early a date as conditions would 
permit; and in its first report spoke of this as “one of the most important 
responsibilities with which it is charged under the Act.” So, regarding its 
duty in this particular, it undertook early in 1915 the preparation of a general 
circular and regulations intended to provide for the clearing of checks withir. 
the several Federal reserve districts, while it also took under advisement 
the establishment of a gold settlement fund at Washington for the purpose 
of clearing obligations between Federal reserve banks. The latter under- 
taking has been carried to a successful conclusion and the Gold Settlement 
Fund has been in full and satisfactory operation since about the first of 
June. The board, however, had not advanced far with its work relating to 
the intra-district branch of the clearance system before technical and other 
difficulties began to make their» appearance. Many banks, both city and 
country, throughout the system were opposed to the enforcement of the 
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' provisions of the law because of the loss of exchange charges which would 
thereby be entailed upon them. Legal questions were also raised, it being 
‘argued that there is no power to compel a member bank not located in a 
Federal reserve city to pay or have charged to its account at the Federal 
reserve bank of its district a check which it had not seen and approved 
prior to the time of presentation at its own counter. For the purpose of 
ascertaining the Board’s powers in this connection the opinion of the 
Attorney General has been requested. 


After calling attention to the fact that the Federal Reserve Act 
had granted a period of three years in which to effect the final 
transfer of reserves to Federal reserve banks, and touching upon 
other elements of the problem, the Board went on to say: 


So complex was the situation and so serious the difficulty involved in 
the compulsory application of any system, however carefully conceived, that 
the board felt it would be well if member banks could be brought to recog- 
nize of their own free will the advantages of a general and nation-wide 
clearing system—advantages which would inure not only to the benefit of the 
public at large, but ultimately to the direct benefit of the member banks 
themselves from the purely business standpoint. It therefore took under 
favorable consideration the question of a voluntary clearing system. Both 
the difficulties of a compulsory plan and the probable merits of a voluntary 
system had been strongly represented to the Board by the governors of the 
_ respective Federal reserve banks who at various meetings had thoroughly 
canvassed the whole situation. 


After briefly referring to the plan which we have already out- 
lined, the Board says: 


This system ... became operative in most districts during June, 1915. 
Prior to this whole discussion, however, two districts had already undertaken 
the application of the clearing provision of the law. Early in December, 
1914, district No. 10 and district No. 8 (Kansas City and St. Louis) had 
sought and obtained permission to apply to their members a complete system 
of required clearing. This system had been in full operation in both districts 
prior to the general application of the voluntary system. Upon the inaugu- 
ration of the latter the directors of the Federal Reserve Bank of St. Louis 
deemed it wise to offer to their member banks the option of withdrawing 
from the clearance system if they so desired; but so successful had been the 
working of the plan that comparatively few retired, about 80 per cent of 
all continuing their membership. The Federal Reserve Bank of Kansas 
City continued its required system as before for the benefit of all its mem- 
ber “banks, numbering 950. As about 365 banks continued their membership 
in the St. Louis district, a total of approximately 1,300 was included in the 
clearing system of the two districts in question. Outside of these two dis- 
tricts about 1,100 member banks voluntarily affiliated themselves with 
the clearing system within a short time after its inauguration, and there 
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was a subsequent net inward movement of about 50 additional members, 

making approximately 1,150 banks which of their own free will have 
assented to the voluntary clearing plan. This is considerably less than” 
25 per cent of the institutions eligible for membership” (that is, member 

banks eligible for membership in the voluntary plan) “and the proportion 

has been so small as to prove a severe disappointment to those who had 

confidently expected that the foresight and enlightened self-interest of the 

member banks would speedily accomplish the desired result. Some progress 

has been made through the action of the banks, both member and non- 

member, in improving exchange conditions and in providing for the clearance. 
of country checks at points where this practice has never before prevailed ; 

but in the main comparatively small advance has thus far been made in 

rendering effective the provisions of the law requiring the standardization 

of exchange and clearance practices. This slowness is largely due to the 

failure of jobbers and merchants to appreciate the advantages of the 

clearance system and to enlarge its membership by insisting that their own 

banks join and cooperate in the plan. 


On May 16, 1916, reserve city banks and country banks were 
required under Section 19 of the Act, as originally passed, to de- 
posit the third installment of required reserves. (Member banks 
in central reserve cities had been required to make complete trans- 
fer of 7/18 of required reserves in the beginning.) Section 19 
provided for fourth installments on November 16, 1916, and under 
the terms of the Section, after November 16, 1917, balances with 
approved reserve agents could no longer be counted as part of the 
required reserve. 

On June 12, 1916, the Federal Reserve Bank of Richmond 
issued to its member banks its Circular No. 45, outlining a new 
collection system which, under authority and direction of the 
Federal Reserve Board, was to be inaugurated on July 15, 1916, 
and which on that date would supersede the then existing voluntary 
collection system. It will be interesting to note in passing that on 
December 31, 1915, with a total membership of 508 banks, only 91 
had joined the voluntary collection system. 

Under the new plan, which was uniformly adopted in all 
Federal reserve districts (on July 15, 1916) all member banks 
were required to participate. That is to say, every member bank 
was required to account to its own Federal reserve bank for.the 
items drawn upon itself and sent to it for collection by its Federal 
reserve bank. In the Fifth District arrangements were made by 
which the total of all items sent to a member bank on any one day 
were charged to the reserve account of the member bank at the 
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expiration of a sufficient time for the letter containing the items to 
reach the member bank and for the member bank to send re- 
mittance (if necessary) and for the remittance to reach the 
Federal Reserve Bank of Richmond. This time schedule was 
worked out with great care and much study of mail schedules. 
From time to time changes were made in the time allowance with 
respect to each member bank as the necessity for such changes 
arose. 

No member bank was required to send items for collection to 
the Federal reserve bank but it had the privilege of doing so. Such 
items when received by the Federal reserve bank were credited to 
the account of the member bank in accordance with the published 
time schedule. In making up this time schedule a number of things 
had to be taken into consideration. If the checks sent by the 
member bank were payable in the Fifth Federal Reserve District, 
the time after which credit was given was regulated by the average 
collection time for the state, the Federal Reserve Bank of Rich- 
mond undertaking to absorb small irregularities which would have 
confused and complicated the time schedule. At the present time, 
for instance, the Federal Reserve Bank of Richmond is giving 
credit for items payable in its district as follows: 


Checks drawn upon banks in Maryland—two days after 
receipt. 

Checks drawn upon banks in District of Columbia—two days 
after receipt. 

Checks drawn upon banks in West Virginia—three days after 
receipt. 

Checks drawn upon banks in Virginia—two days after receipt. 

Checks drawn upon banks in North Carolina—three days 
after receipt. 

Checks drawn upon banks in South Carolina—three days 
after receipt. 

Checks drawn upon banks in Baltimore—immediate credit at 
Baltimore, one day at Richmond. 

Checks drawn upon banks in Richmond—immediate credit 
at Richmond, one day at Baltimore. 


Similar arrangements were made in the other eleven Federal 
reserve districts. Therefore, the time schedule applying to items 
payable in other Federal reserve districts is made up by adding the 
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transit time from the Federal Reserve Bank of Richmond to the 
other Federal reserve bank or branch and the collection time indi- 
cated by the time schedule of the other Federal reserve district. 
For instance, if a check drawn on a bank in Rochester, N. Y., is 
sent to the Federal Reserve Bank of Richmond by one of its mem- 
ber banks, credit is given three days after receipt. One of these 
days is consumed in sending the item to the Federal Reserve Bank 
of New York, one in forwarding the item from the Federal Re- 
serve Bank of New York to the bank in Rochester, and the third 
day in the sending of returns by the Rochester bank to the Federal 
Reserve Bank of New York. Upon receipt of such returns settle- 
ment is made between the Federal Reserve Bank of New York 
and the Federal Reserve Bank of Richmond without further delay. 

In order to simplify matters, each Federal reserve bank fur- 
nishes its member banks with a complete time schedule covering 
every state in the United States, and those principal cities the 
transit time of which is less than the transit time of the states in 
which they are located, so that it is a comparatively simple matter 
for the member bank to determine the length of time that will be 
consumed in the collection of any item after it reaches the Federal 
reserve bank of its district. 

Under the plan established July 15, 1916, member banks were 
allowed to send to their Federal reserve banks not only the checks 
drawn upon other member banks (whether in their own or in other 
districts) but.also checks drawn upon such non-member banks as 
had agreed, or would from time to time agree, to remit at par to 
the Federal reserve banks of the districts in which they were 
located. In order to keep member banks advised with respect to 
the non-member banks whose checks could be sent to the Federal 
reserve banks for collection, the Federal Reserve Board has pub- 
lished regularly what is known as the par list. This list is made 
up by the Federal Reserve Board from information furnished by 
the Federal reserve banks, and is a complete list of all non-member 
banks, classified by states, upon which checks can be collected. 

Under the collection plan as originally outlined in Circular No. 
45, a service charge of 11%4 cents per item was imposed for the 
collection of checks. It will be remembered that at that time the 
Federal Reserve System was comparatively young and few, if any, 
of the Federal reserve banks were earning their current expenses. 
and required dividend. On September 1, 1916, the service charge 
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was reduced to 1% cents per item. On October 1, 1917, member 
banks were notified that exemption of the service charge on 250 
checks per month would be allowed, and on June 15, 1918, member 
banks were advised that until further notification the service charge 
would be eliminated. Since that time there has been no charge 
of any description for the collection of items drawn upon member 
banks or upon non-member banks on the Federal reserve par list. 

Circular No. 45 also advised member banks that in any case 
in which checks received by them from the Federal reserve bank 
would impair their reserve, and in which they were unable to fur- 
nish satisfactory exchange for the restoration of the reserve to the 
amount required by law, they could ship either lawful money fit for 
circulation or Federal reserve notes to the Federal reserve bank at 
the expense of the Federal reserve bank. A similar privilege 
was granted to non-member banks remitting at par for checks 
drawn upon themselves, and this privilege continues to the present 
day. With respect to member banks the privilege was made 
unnecessary when the Federal reserve bank undertook to pay in- 
coming charges upon all acceptable currency shipped by the 
member banks to the Federal reserve bank, for whatever purpose. 

When Circular No. 45 was issued by the Federal Reserve Bank 
of Richmond, under date of June 12, 1916, announcing the estab- 
lishment of the new collection system on July 15, 1916, under the 
authority and direction of the Federal Reserve Board, it was 
assumed that non-member banks would promptly recognize the 
benefits which they would ultimately derive from participation in 
the system and from the convenience and advantages which wouid 
accrue to their customers from the fact that checks upon them could 
be collected in a much shorter time than was possible before the 
establishment of the system and without deduction or cost other 
than the service charge imposed by the Federal reserve banks. 
In other words, it was anticipated that sooner or later all non- 
member banks would voluntarily agree to co-operate in return for 
the benefits which they were already deriving and would derive 
from participation in the collection system. The fact should not be 
overlooked that from the very beginning, even of the first collection 
system above referred to, non-member banks could use the Federal 
reserve collection system by forwarding acceptable items through 
their member bank correspondents. As time went on numbers 
of non-member banks joined the collection system by agreeing to 
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remit at par, but it was felt that ees should be done to_ 
accelerate the progress. 

On September 7, 1916, Congress passed an Amendment to Sec- 
tion 13 of the Federal Reserve Act, affecting particularly that 
clause of Section 13 which we have already quoted. Under the 
amended Act the clause read : 


Any Federal reserve bank may receive from any of its member banks, 
and from the United States, deposits of current funds in lawful money, 
national bank notes, Federal reserve notes, or checks and drafts, payable 
upon presentation, and also, for collection, maturing bills; or, solely for 
purposes of exchange or of collection, may receive from other Federal 
reserve banks deposits of current funds in lawful money, national bank 
notes, or checks upon other Federal reserve banks, and checks and drafts, 
payable upon presentation within its district, and maturing bills payable 
within its district. 


As will be seen by comparing the amended clause of Section 13. 
with the same clause, which has already been quoted from the 
Act as originally passed, the Act as passed on December 23, 1913, 
did not specifically allow Federal reserve banks to receive from 
their member banks, or from other Federal reserve banks, checks 
drawn upon non-member banks, while the Act as amended author- 
izes them to receive from both sources checks and drafts payable 
upon presentation within their respective districts. 

As this was one of the most important steps in the development 
of the par collection plan, we will quote, for purposes of em+ 
phasis, the significant part of Section 13 as originally enacted and 
the same sentence from the amended Act. 


Any Federal reserve bank may receive from any of its member banks 

. checks and drafts upon solvent member banks, payable upon presen- 
tation; or, solely for exchange purposes, may receive from other Federal 
reserve banks ... checks and drafts upon solvent member or other Federal 
reserve banks... 


This clause as amended reads: 


Any Federal reserve bank may receive from any of its member banks 

. checks, and drafts, payable upon presentation, . . .; or, solely for pur- 
poses of exchange or of collection, may receive from other Federal reserve 
banks . . . checks upon other Federal reserve banks, and checks and drafts, 
payable upon presentation within its district. . 


A comparison of the amended phrases with the phrases as they 
appear in the original Act will make it clear beyond any question ~ 
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of a doubt that Congress intended to give to Federal reserve banks 
the power of accepting from their member banks and from the 
member banks in other districts, through their respective Federal 
reserve banks, checks drawn upon non-member banks, and con- 
sequently the inference is very strong that Congress intended the 
_ Federal reserve banks to exercise the power of collecting such 
checks when received by them from their member banks. We 
think it will be clear that this inference is changed to a certainty by 
subsequent amendments to the Federal Reserve Act, to which we 
will refer in due course. 

On October 11, 1916, the Federal Reserve Bank of Richmond 
issued to its member banks a circular with respect to clearing 
operations, and according to that circular the collection system then 
embraced all member banks in the United States, 7,618 in number, 
and non-member State banks to the number of 7,449. It will be 
seen that at that time collections could be made on more than 
15,000 banks without the deduction of an exchange charge. From 
time to time, as will be seen, the number of non-member banks em- 
braced in the collection system has steadily increased. 

In its Third Annual Report, for the year 1916, the Federal 
Reserve Board said: 


It was estimated by the board that as soon as the new clearing system 
could be put into operation checks upon about 15,000 national banks, state 
banks, and trust companies throughout the United States would be collected 
by the Federal reserve banks at par, subject to the small service charge 
above referred to. As any bank will be likely to lose desirable business when 
checks drawn upon it are at a discount, while checks drawn upon a nearby 
competitor circulate at par, it is believed that in the near future checks upon 
practically all banks in the United States can be collected at par by Fed- 
eral reserve banks. Many banks have found it necessary hitherto to main- 
tain balances with a number of correspondents for exchange purposes, thus 
compelling them to keep an undue proportion of their funds away from 
home. Under the new plan the number of banks upon which par collections 
are being made was, on December 15, over 15,000. In other respects, also, 
the plan is working as anticipated. The total daily clearances at all Federal 
reserve banks now aggregate over $125,000,000. 


A table published in the Third Annual Report of the Federal 
Reserve Board shows that from July 15 to December 31, 1916, the 
total number of items handled by the twelve Federal reserve banks 
exceeded 28,000,000, while the total amount represented was more 
than $12,000,000,000. 
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It is worthy of note that prior to December 31, 1916, the Federal 
Reserve Bank of Boston, embracing the New England States, was 
collecting checks upon all banks and trust companies in the district 
(member and non-member) without any charge to the member 
banks depositing them except the service charge above referred to 
(which in the case of Boston was 9/10 cents per item), which 
service charge was later abolished. 

During the year 1917 several changes were made in the Federal 
Reserve Act which directly or indirectly affected the development 
of the par collection system. It will be recalled that the final 
installment of reserves was paid to the Federal reserve banks on 
November 16, 1916, and that under the terms of Section 19, as 
originally enacted, after November 16, 1917, balances with “ap- 
proved” reserve agents could no longer be counted as a part of the 
reserve required by law, but such reserve would have to consist 
partly of cash and partly of a balance with a Federal reserve bank. 
By an amendment to Section 19, approved June 21, 1917, reserve 
requirements for all member banks were radically changed. Re- 
quirements prescribed by Section 19, as originally enacted, were 
repealed, and the following substituted : 


For member banks in central reserve cities, 13 per-cent on demand and 
3 per cent on time deposits. 


For member banks in reserve cities, 10 per cent on demand and 3 per cent 
on time deposits. 


For member banks in other towns and cities (country banks), 7 per cent 
on demand and 3 per cent on time deposits. 


Moreover, reserves had to consist of realized balances with Federal 
reserve banks. While this change in reserve requiremnts ap- 
parently made radical decreases in the reserves required of all 
member banks, the practical decrease was not as great as would 
appear, since all banks, wherever located, must necessarily carry a 
certain amount of cash in vault for current needs. On the other 
hand, under the new reserve requirement such cash could consist 
of whatever form of money happened to be most convenient, and 
the amount carried could be regulated from time to time by the 
actual needs of the member banks. 

On June 21, 1917, Section 13 of the Act was amended in two 
particulars. As we have already seen, non-member banks could 
from the very beginning of the collection system obtain the benefits 
of the system through their member bank correspondents because 
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under the law Federal reserve banks were required to receive cer- 
tain items when sent to them by their member banks and no dis- 
crimination could be made in a case of items bearing the endorse- 
ment of a non-member bank ahead of the endorsement of the mem- 
ber bank by which they were offered. At the same time, express 
permission had been granted Federal reserve banks to accept 
from their member banks checks drawn upon certain non-member 
banks, and it was felt that justice required that the non-member 
banks that cooperated in the collection system should be safe- 
guarded in their right to use the system and not be left wholly 
at the mercy of the member banks. One of the amendments to 
Section 13 provided in express terms that Federal reserve banks 
might open clearing accounts for the non-member banks in their 
districts, and, provided the non-member bank would maintain a 
balance sufficient to cover items in transit, it might be accorded 
all the collection privileges enjoyed by member banks of the dis- 
trict. In a few of the Federal reserve districts a limited number 
of these non-member clearing accounts have been opened. In all 
the other districts and probably in the majority of cases even in 
the districts in which such accounts have been opened, non-member 
banks found it more convenient to use the Federal Reserve Collec- 
tion System through their member bank correspondents. It 1s 
certain that free use of the system has been made through member 
bank correspondents not only on the part of all the non-member 
banks that from time to time agreed to cooperate by remitting at 
par for checks drawn upon themselves but also by the non-member 
banks that have strenuously maintained what they call their “right 
to charge exchange.” As we shall see later, quite a number of 
these non-member banks have gone so far as to seek and obtain 
injunctions against Federal reserve banks, with the object of pre- 
venting the Federal reserve banks from undertaking to collect 
checks drawn upon them or from presenting such checks for pay- 
ment after they are received by the Federal reserve banks. Never- 
theless even while these suits have been in progress and during 
the time in which the Federal reserve banks have been restrained 
from attempting to collect on the non-member banks that were 
parties to the suit, these same non-member banks have unhesitat- 
ingly made full and free use (through member bank correspond- 
ents) of the Federal Reserve System for the collection of checks 
deposited with them and drawn upon member banks or non- 


406 MONEY, CREDIT AND BANKING PRINCIPLES 


member banks whose names appear upon the par list of the Federal 
Reserve System. 

The other amendment to Section 13 of the Federal Reserve Act, 
approved June 21, 1917, has become widely known as the “Hard- 
wick Amendment” and reads as follows: 


Nothing in this or any other section of this Act shall be construed as 
prohibiting a member or non-member bank from making reasonable charges, _ 
to be determined and regulated by the Federal Reserve Board, but in no. 
case to exceed 10 cents per $100 or fraction thereof, based on the total of 
checks and drafts presented at any one time, for collection or payment of 
checks and drafts and remission therefor by exchange or otherwise; but no 
such charges shall be made against the Federal reserve banks. 


In its Fourth Annual Report (for the year 1917) the Federal 
Reserve Board said: 


The volume of checks handled by the Federal reserve banks during the 
year has increased enormously, although there have been no great additions 
to the number of non-member banks which remit at par to Federal reserve 
banks. Section 13 of the Act was amended last June as recommended by 
the Board, so as to allow Federal reserve banks to receive accounts for 
collection and exchange purposes from such non-member banks and trust 
companies as may agree to remit to Federal reserve banks at par for checks 
drawn upon themselves and which will, in addition, maintain balances with 
the Federal reserve bank sufficient to offset the items in transit held for their 
account by the Federal reserve bank. Comparatively few non-member banks 
have, however, availed themselves of this privilege, and the Federal reserve 
banks are still unable to collect checks drawn on many non-member banks 
except at heavy expense. An effort was made, in the interest of some mem- 
ber and non-member banks to amend the Act by providing for a standard- 
ized exchange charge, not to exceed one-tenth of 1 per cent, to be made by 
member banks against Federal reserve banks for checks sent for collection. 
It was not successful, and the Act as finally amended provides that a 
member or non-member bank may make “reasonable charges to be deter- 
mined and regulated by the Federal Reserve Board, but in no case to exceed 
ten cents per hundred dollars or fraction thereof, based on the total of 
checks and drafts presented at any one time, for collection or payment of 
checks and drafts and remission therefor by exchange or otherwise; but 
no such charges shall be made against the Federal reserve banks.’ The 
Attorney General has been requested to give his opinion as to whether this 
proviso applies to non-member banks. An affirmative opinion will make 
possible the establishment of an universal par clearing system, but if, on the 
contrary, it should be held that the proviso applies to member banks only, 
the further development of the collection system will necessarily be slow, 
and in the absence of further legislation will depend upon the voluntary 
action of many small banks. 
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During the year 1917 the total number of items handled by the 
~ twelve Federal reserve banks (excluding government and clear- 
ing house items and eliminating duplications) was 84,696,968; 
the total value was more than $51,000,000,000. The cost of 
per item was $0.011, and the cost per thousand dollars was $0.018. 

During the year 1918 some progress was made toward increasing 
the number of non-member banks on the par list, but much greater 
development was shown in the increased volume handled by the 
Federal reserve banks. In its Fifth Annual Report (for the year 
1918) the Federal Reserve Board said: 


The member banks are availing themselves more and more of the clearing 
and collection facilities afforded by the Federal Reserve System. The daily 
average number of transit items handled by the reserve banks during the 
year 1917 was approximately 276,000, amounting to $190,000,000. For the 
30-day period ended June 15, 1918, the daily average number of items 
handled was 485,600, an increase of over 80 per cent, amounting to $385,- 
060,000, an increase of over 100 per cent. From October 15 to November 15, 
1918, the daily average number of items handled was 828,000, an increase 
over June 15 of 70 per cent, amounting to $556,943,000, an increase of 45 
per cent. On November 15, 1917, the number of member banks was 7,826, 
and the number of non-member banks on the par list was 9,210, a total 
of 17,036. On December 15, 1918, the number of member banks was 8,612, ' 
and the number of non-member banks on the par list was 10,409, a total of 
19,021, showing an increase for the 12 months of 1,985 in the fomies of 
banks remitting at par. 


From tables printed in the report it appears that at the close of 
1918 there were 8,692 member banks and 10,305 non-member 
banks remitting at par, and 10,247 non-member banks not on the 
par list. It also appears from this table that the Federal Reserve 
Bank of New York had succeeded in placing all the non-member 
banks in its district on the par list. In further discussion of the 
subject of check clearing collections, the Board said: . 


At a conference of Federal reserve agents which was held in Washington 
on December 7 the conclusion was reached that every effort should be made 
to increase the number of banks on the par list. The banks and the public 
need a system that is able to collect all items. At the present time, 
although checks on two-thirds of the banks can be collected at par, and 
these banks represent perhaps 90 per cent. of the banking resources of the 
country, the number of banks which will not remit at par, in which are 
included some of substantial size and located in important cities, is suffi- 
ciently large to make many banks hesitate to use the Federal Reserve 
Collection System because of the number of items which can not be handled 
by the Federal reserve banks. Whenever the number of non-remitting banks 
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can be reduced by one-half, or to five or six thousand, the collection system 
in many districts at least would be almost universally used and the board 
could feel that the principle of par collections had been established beyond 
question. The par list has shown a steady growth, but a continuous effort 
will be made through correspondence and personal solicitation to make 
further substantial additions to it. The par collection system is not a local 
or selfish undertaking for the benefit of member banks, but is a national _ 
enterprise for the convenience of the public and the promotion of commerce, 
and concentrated and persistent efforts will be made to make the Ber 
list complete. 

While the additions to the par list account in part for the large increase 
in the number of transit items handled, it is evident that the remarkable 
increase in the volume of transactions has been occasioned primarily by the 
greater use of the facilities of the system by all member banks. There 
have been only a few additions to the number of non-member banks main- 
taining clearing accounts with the Federal reserve banks as permitted under 
Section 13 of the Act as amended June 21, 1917, and little, if any, of the 
increase shown is due to their cooperation. 

The opinion of the Attorney General of the United States was asked as 
to the applicability to non-member banks of the provision contained in the 
amendment to Section 13 enacted in June, 1917, that member or non- 
member banks “may make a reasonable charge to be determined and regu- 
lated by the Federal Reserve Board, but in no case to exceed 10 cents per 
$100 or fraction thereof, based on the total of checks and drafts presented 
at any one time for collection or payment of checks and drafts, and 
remission therefor by exchange or otherwise; but no such charges shall be 
made against the Federal reserve banks.” The Attorney General expressed 
the view that the limitations contained in Section 13 do not apply to state 
banks not connected with the Federal Reserve System as members or deposi- 
tors, but that checks on banks making exchange or collection charges should 
not be cleared or collected through Federal reserve banks. This opinion 
has restricted the operations of ‘the Federal reserve banks to checks which 


can be collected without the payment of exchange to the bank acting as 
collecting agent. 


On June 4, 1918, the Federal reserve banks began operating a 
special leased wire system by which all Federal reserve banks and 
branches, the Federal Reserve Board, and the Treasury Depart- 
ment at Washington were kept in communication with one another. 
The installment and operation of this system, which has been 
continuously used since, has not only facilitated settlements through 
the Gold Settlement Fund but has greatly facilitated many other 
operations of the Federal reserve banks and rendered possible 
services to member banks which could not have been undertaken 
without this facility. 


With the establishment of the present collection system (July 


COLLECTIONS 409 


15, 1916), all the Federal reserve banks began making vigorous 
efforts to increase the number of non-member banks on the par 
list, and in practically every district some additions were made 
each year. As we have already seen, the Federal Reserve Bank 
of Boston first succeeded in placing its entire district on the par 
list. During the year 1918 New York was able to “clean up” its 
whole district also. In order to do this the Federal Reserve Bank 
of New York found it necessary for a considerable time to collect 
checks on something less than a hundred non-member banks by 
means of the express companies. By December 31, 1918, this 
number was reduced to forty-two and the number has since been 
much more reduced, if not permanently eliminated. In 1918 the 
Federal Reserve Bank of New York was further assisted by cer- 
tain changes which were made in the New York Clearing House 
rules, by the abandonment of the New York Clearing House of its 
out-of-town collection system, and by the increase in the number 
of banks throughout the United States on which checks could be 
collected at par. 

Although a vigorous campaign of education was carried on. in 
the Richmond district, the number of non-member banks on the 
par list increased from 264 in January, 1918, to only 351 in 
December, 1918. 

Campaigns of education and persuasion were carried on in all 
the Federal reserve districts, partly by correspondence and partly 
by personal visits of qualified representatives who called on the 
officers and directors of the non-member banks, explaining to them 
the objects of the Federal Reserve System and endeavoring to in- 
duce them to cooperate by agreeing to remit at par in acceptable 
funds. The agents pointed out to the officers of the non-member 
banks that it was no longer necessary for them to establish balances 
in reserve centers by the shipment of currency but that such 
balances were automatically accumulated by the collection of checks 
through the Federal Reserve System. Moreover, it was also 
pointed out that excess balances with any member bank corre- 
spondent could be transferred by wire to any other member bank 
correspondent with little or no expense to the non-member bank. 
It was further shown that, as a matter of fact, non-member banks 
were being asked to pay for times drawn upon themselves and 
forwarded to them by the Federal reserve bank in the district in 
which they were located by means of their own drafts upon funds 
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in many cases already accumulated through the machinery of the — 
Federal Reserve System and standing to their credit on the books — 
of their correspondents in exchange centers. 

During the year 1919 notable progress was made in the direction 
of universal par collection. On January 1 of that year the number 
of banks on the par list (including both member and non-member 
banks) was 18,905. The number of banks not remitting at par 
was 10,191. In other words, the non-member banks were about 
equally divided between the par list and the non-par list. By 
December 31, 1919, the number of banks on the par list (including 
member banks) was increased to 25,486, while the number of non- 
par banks was reduced to 4,015. Although, as we have already 
seen, the progress of the work up to the beginning of 1919 was such 
as to afford no little discouragement to the advocates of the par 
collection principle, the end of the year presented a very different 
picture. The truth is that during the year 1919 the Federal reserve 
banks began to reap the fruits of the efforts of previous years and 
to realize some of the results of the consistent and persistent 
campaigns of education which had been carried on in all Federal 


reserve districts. Prior to January 1, 1919, progress in the direction 


of universal par collection had been very much uphill and exceed- 

ingly slow. Apparently we reached and passed over the crest of 

the steepest hill and (as we shall see in our next letter) during the 
remainder of the year the progress was very much more rapid 

than it had been in any previous period of corresponding length. 


C—THE DEVELOPMENT OF PAR COLLECTIONS 
BY FEDERAL RESERVE BANKS * 


As we have already seen, prior to 1919 the Federal reserve 
banks of Boston and New York had placed all the banks in their | 
districts on the par list. That is to say, they had established and 
maintained their ability to collect from all banks in their two 
districts without the payment of exchange. This, as we have 
intimated, was done partly by explanation and pursuasion, but 
toward the end, in the case of the New York district (and possibly 
also that of the Boston district), the last few banks were brought 
- over by the use of the express companies in making collections. 
As a matter of course, when checks are presented for payment by 


* Federal Reserve Bank of Richmond (Letter No. 6, May, 1922). 
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an express agent the checks must be paid in money. If the 
express agent should accept the bank’s draft on any other bank and 
that draft should prove uncollectable, the express company would 
have to make good the amount. In the early part of 1919 all the 
Federal reserve districts (except, of course, those.of Boston and - 
New York) bent their efforts to the placing of one or more whole 
states in each district upon the par list. Various plans of cam- 
paign were followed in each district but the principles of these 
campaigns were practically the same in all districts. We can, 
therefore, illustrate the matter by showing in some detail what 
was done in the Richmond district. In doing this we will not 
confine ourselves to the year 1919 but with respect to this phase 
of the subject we will follow through to the present date. 

The Fifth Federal Reserve District is composed of the District 
of Columbia and five states—Maryland, West Virginia (except 
a very small portion in the northern part of the state), Virginia, 
North Carolina, and South Carolina. 

In the District of Columbia, which is small and compact, col- 
lections at par on all banks, member and non-member, were 
possible from the beginning of the present collection system. 

In Maryland, while many of the non-member banks agreed to | 
remit at par, there were still a few that held out for exchange. 
The banks in the city of Baltimore had established a country 
clearing house for the collection of checks drawn upon certain 
Maryland banks located outside of the city of Baltimore, but this 
number embraced only those upon which collections could be 
made at par. When the Baltimore branch of the Federal Reserve 
Bank of Richmond was established on March 1, 1918, this country 
clearing house was taken over and subsequently many, but not 
all, of the non-member banks in Maryland were added to the par 
list. By September 1, 1919, the number of non-par banks in 
Maryland had been reduced to a small number. As we have 
already stated, this was done by correspondence and by personal 
visits of representatives from the Federal Reserve Bank of 
Richmond and the Baltimore branch who explained the objects 
and advantages of the par collection plan to the non-member 
banks. 

The Federal Reserve Bank of Richmond notified all its member 
banks and other Federal reserve banks that on and after Sep- 
tember 10, 1919, checks on all banks in the state of Maryland 
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would be received for collection and that credit at par would be 
given in accordance with the published time schedule. On Sep- 
tember 10, 1919, all the non-member banks in Maryland except 
five had been added to the par list. The five remaining banks 
-were notified that checks drawn upon them and sent to the 
Federal Reserve Bank of Richmond (or to the Baltimore branch) 
would be sent to them in due course for remittance at par, and 
they were requested to remit immediately upon receipt of such 
checks without the deduction of exchange or to return the checks 
unpaid. They were also notified that in case of their refusal or 
failure to remit at par the checks would be presented by a repre- 
sentative of the Federal Reserve Bank of Richmond who would 
demand payment in money. They were advised, moreover, that 
unless and until they agreed to remit by mail at par arrangements 
would be made for the daily presentation of all checks drawn 
upon them and sent for collection through the Federal Reserve 
System and that only money would be accepted in payment. As 
a matter of fact only two banks in Maryland refused to remit at 
par and in only one case was it necessary to make actual presen- 
tation of checks. In that case only one presentation was made. . 
As a matter of course, on and after September 10, 1919, the state 
of Maryland appeared on the par list of the Federal Reserve 
System as a whole-par state. 


During the latter part of 1919 and the early part of 1920 rep- 
resentatives of the Baltimore branch and representatives of the 
home office at Richmond, Virginia, canvassed the state of West 
Virginia in the interests of the par campaign. During this cam- 
paign it developed that many of the non-member banks were 
willing to go on the par list if their neighbors who were in 
immediate competition with them would take the same course. 
We, therefore, adopted a plan of asking the non-member banks in 
West Virginia to sign an agreement to remit at par on and after 
any date upon which we were able to announce that we were 
prepared to collect checks on all banks in the entire state. 

February 1, 1920, was the date finally fixed upon and on that 
date fifty-nine non-member banks were added to the par list. In 
only eight cases was it necessary to make personal presentation 
of the checks and to demand money in payment. In some of 
these cases more than one demand had to be made but in a com- 
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paratively short time the eight banks agreed to remit at par. Since 
February 1, 1920, West Virginia has appeared on the par list as 
a whole-par state. 

wuring the early part of 1920 a special canvass was made 
among the non-member banks in the state of Virginia that had not 
already agreed to remit at par. The procedure already outlined 
was followed and April 1, 1920, was named as the date on and 
after which the Federal Reserve Bank of Richmond would under- 
take to collect checks upon all. banks, bankers, and trust com- 
panies in the state of Virginia. On April 1, 1920, 203 Virginia 
non-member banks were added to the par list. In twenty-four 
cases personal presentation of checks had to be made, sometimes 
once, sometimes oftener, but no such presentations have been 
necessary for a considerable time. Since April 1, 1920, Virginia 
has appeared on the par list as a whole-par state. 

During the latter part of 1920 a similar campaign was con- 
ducted in North Carolina. November 15, 1920, was named as the 
date on and after which checks would be collected on all North 
Carolina banks and trust companies. On that date 478 banks 
were added to the par list, and in twenty-four cases personal, 
presentation had to be resorted to. One presentation was suffi- 
cient in some cases while in others several had to be made before 
the banks would agree to remit by mail at par. North Carolina 
remained an all-par state until the early part of 1921. 

On February 5, 1921, the Legislature of North Carolina passed 
a special act, the object of which was to prevent the Federal 
reserve banks from collecting from state banks in North Carolina 
without the payment of exchange. Shortly after the act was 
passed a number of North Carolina banks brought suit against 
the Federal Reserve Bank of Richmond and obtained an injunc- 
tion which prevented the collection of checks drawn upon non- 
member banks in North Carolina that were originally, or that 
became from time to time, parties,to the suit. The history of this 
case will be given in more detail when we take up that aspect of 
the subject. 


A special map in two colors was issued by the Federal Reserve 
Bank of San Francisco soon after the first of January, 1920, in 
which two maps were shown, one as of January 1, 1919, and the 
other as of January 1, 1920. In the first map only the upper 
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right-hand corner of the United States shows as all-par. In the 

second, the whole map indicates par states except Washington 
and Oregon in the Northwest; Arizona in the Southwest; South 
Dakota, Minnesota, and Wisconsin in the North Central part; and 
practically all of the Southeast, including the Fifth and Sixth 
districts and part of the Eighth. The comparative figures of 
January 1, 1919, and January 1, 1920, have already been given 
and indicate an addition of 6,581 banks to the par list during the 
year 1919. 

In its Sixth Annual Report (for the year 1919) the Federal 
Reserve Board, after commenting upon the progress made during 
the year and referring to the fact that it had been found necessary 
to adopt in many cases means of collecting other than through 
banks and referring to the opposition which had arisen in many 
quarters to the course pursued by the Federal reserve banks, 
defined its position with regard to the par collection system and 
the methods pursued by the Federal reserve banks as follows: 


The Board’s action is based upon its conception of the very evident 
purposes of the Federal Reserve Act. Section 13 of the act begins as 
follows: “Any Federal Reserve Bank may receive from any of its mem- 
ber banks and from the United States deposits of current funds in lawful 
money, national-bank notes, Federal Reserve notes, or checks, and drafts, 
payable upon presentation, and also, for collection, maturing notes and_ 
bills.” Even though the Federal Reserve Board has heretofore ruled that 
the permissive “may” as used in the foregoing paragraph should not be 
construed to mean the mandatory “shall,’ nevertheless it is clear that a 
Federal Reserve Bank in order to do any business whatever must exercise 
some of the permissive powers authorized by law. It would be impossible 
otherwise for a Federal Reserve Bank to afford to its member banks many 
of the privileges which the law clearly contemplates and to which the mem- 
ber banks are clearly entitled. But independently of a discussion of this 
phase of the situation, it seems to the Board that doubts upon this question 
are resolved upon a consideration of the provisions of Section 16: “Every 
Federal Reserve Bank shall receive on deposit at par from member banks 
or from Federal reserve banks checks and drafts drawn upon any of its 
depositors.” In this case, the obligatory “shall” is used so that there is no 
option in the Federal reserve bank so far as checks and drafts upon its 
depositors are concerned. From this it may be argued that as the deposi- 
tors of a Federal reserve bank are member banks there is no obligation 
upon the Federal reserve bank to receive on deposit at par checks on non- 
member banks, but even if the language of Section 13 be construed as 
permissive there seems to be no question that the Federal reserve bank 
has the right to receive on deposit from any of its member banks any checks 
or drafts upon whomsoever drawn, provided they are payable upon presen- 
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tation. The whole purpose of the act demands that in justice to member 
banks they should exercise that right. 

Section 16 further provides that the Federal Reserve Board “may at its 
discretion exercise the functions of a clearing house for such Federal 
Reserve Banks ... and may also require each such bank to exercise the 
functions of a clearing-house for its member banks.” In accordance with 
the purpose of this paragraph, the Federal Reserve Board, with the view 
ultimately of establishing a universal or national system of clearing inter- 
sectional balances as well as bank checks and drafts, has established a gold 
settlement fund through which daily clearings between all Federal reserve 
banks are consummated and has also required each Federal reserve bank 
to exercise the functions of a clearing-house for. its member banks. In 
order, however, to make fully effective its facilities as a clearing-house in 
accordance with the terms of this section, there does not seem to be any 
doubt that the Federal reserve bank should not only exercise its obligatory 
power to receive from member banks checks and drafts drawn upon other 
member banks, but that it should also exercise its permissive power to 
receive from member banks any other checks and drafts upon whomsoever 
drawn, provided that they are payable upon presentation. 

There are no doubt many non-member banks without sufficient capitali- 
zation to make them eligible for membership in the Federal Reserve System, 
but provision is made for such banks in Section 13 by authorizing the 
Federal reserve banks, for purposes of exchange or of collection, to receive 
deposits from any non-member bank or trust company. But for the fact 
that the small country banks are able to have their out of town items 
credited at par by some city correspondent, there is no doubt that many 
more of them would avail themselves of the non-member collection privilege 
than have done so. 

There is a proviso in Section 13 which allows member and non-member 
banks to make reasonable charges “to be determined and regulated by 
the Federal Reserve Board, but in no case to exceed 10 cents per $100 or 
fraction thereof, based on the total of checks and drafts presented at any 
one time, for collection or payment of checks and drafts and remission 
therefor by exchange or otherwise; but no such charges shall be made 
against the Federal Reserve Banks.’ This has been constructed by the 
Attorney General of the United States as meaning that a Federal reserve 
bank cannot legally pay any fee to a member or non-member bank for 
the collection and remittance of a check. It follows, therefore, that if 
the Federal reserve banks are to give the service required of them under 
the provisions of Section 13 they must, im cases where banks refuse to remit 
for their checks at par, use some other means of collection, no matter how 
expensive. 

. The action of the various Federal reserve banks in extending their par 
lists has met with the cordial approval of the Federal Reserve Board, 
‘ which holds the view that under the terms of existing law the Federal 
reserve banks must use every effort to collect all bank checks received from 
member banks at par. Several of the Federal reserve banks are now able 
to collect on all points in their respective districts at par, and new additions 
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to the other par lists are being made every day. The board sees no objec- 
tion to one bank charging another bank or a firm or individual the full - 
amount provided in Section 13 of the Federal Reserve Act (10 cents per 
$100) and has not undertaken to modify these charges, but the act expressly 
provides that no such charge shall be made against the Federal reserve banks. 

It is the board’s duty to see that the law is administered fairly and without 
discrimination and that it applies to all banks and sections alike. It will, 
therefore, take any and all steps necessary to carry out the intent of the 
law as construed by the highest legal authority of the administrative branch 
of the Government. 


The total number of items handled by the twelve Federal reserve 
banks during the yeat 1919 (exclusive of duplications) was 305,- 
158,995, having a total value of a little less than $136,500,- 
000,000. 

During 1920 the policy which has already been outlined was 
continued. 

The map of April 1 showed the entire United States “white” 
except the extreme Southeast portion, and in the West, Wash- 
ington, Oregon, and Arizona. In these three states the non-par 
banks were reduced to 36, 55, and 12, respectively. The par 
point map of May 1 showed a slight gain and that of June 1 
showed the entire United States in white except the Southeast 
portion embracing the following states: in the Fifth District, 
North Carolina and South Carolina; in the Sixth District, Ten- 
nessee, part of Mississippi, Alabama, Georgia, Florida, and part 
of Louisiana; in the Eighth District, the remainder of the state 
of Mississippi. In these eight states there were 1,481 par banks 
and 2,103 non-par banks. The situation remained practically 
unchanged for the remainder of the year 1920. On December 15 
non-par banks to the number of 1,732 were reported, divided 
among the three districts just mentioned. | 

Up to this time we have considered the progress of the par 
point campaign from only one standpoint, namely the policy of 
the Federal reserve banks, the educational campaigns, and the 
methods finally used to place the remaining non-par banks in each 
state on the par list. Little or no systematic and concentrated 
action in opposition appeared until the latter part of 1920. As 
will be seen from the foregoing account, the Federal reserve 
banks of Richmond and Atlanta did not make as rapid progress 
as was made in the other Federal reserve districts. It was 
realized from the beginning that because of banking conditions in 
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these two districts the final fight for exchange would probably 
take place in the Southeastern part of the United States. There- 
fore, while both banks prosecuted vigorous campaigns of educa- 
tion, in neither case was it thought prudent to hasten matters, 
but rather to allow the accumulated effect in the other ten districts 
to assist in the campaigns of education and persuasion. It was 
not until September 1, 1919, that Maryland was placed on the par 
list as a whole state; and, as we have already seen, three other 
states in the Fifth District followed, two in the early part of 1920 
and one in the latter part of the same year. In the Sixth District 
there are no states on the par list as a whole. 

During the latter part of 1919 and the early part of 1920 the 
Federal Reserve Bank of Atlanta advised many, if not all, of the 
non-member banks in its district that it would shortly accept for 
collection checks drawn upon them, which checks it would en- 
deavor to collect at par. On June 20, 1920, a number of non- 
member banks filed petition in the Superior Court of Fulton 
County, Georgia, for an injunction restraining the Federal Reserve 
Bank of Atlanta from collecting checks drawn on the plaintiff 
banks in any other manner than through the mails. The suit was 
transferred to the United States District Court for the Northern 
District of Georgia which decided against the state banks. Appeal 
was taken to the United States Circuit Court of Appeals for the 
Fifth Circuit and that court affirmed the decision of the District 
Court. The case was then appealed by the plaintiffs to the 
Supreme Court of the United States. In the meantime the various 
courts had continued the restraining order pending the final de- 
cision and for that reason the Federal Reserve Bank of Atlanta 
has been unable up to this time to take any action in the direction 
of placing the states of the Sixth District on the par list as a 
whole. 

On November 19, 1920, the United States Circuit Court of 
Appeals, Fifth Circuit, rendering an opinion affirming the decision 
of the District Court of the Northern District of Georgia, held 
that Federal reserve banks have the right to collect checks drawn 
on non-member banks which refuse to remit at par by having such 
checks presented at the counters of the drawee banks and that the 
case was one in which the United States District Courts had 
jurisdiction. In the lower courts, however, the defendant had 
merely demurred to the bill of the plaintiff and no evidence had 
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been taken either to establish or disprove the allegation that the 
Federal Reserve Bank of Atlanta proposed to use embarrassing 
and oppressive methods in forcing non-member banks to remit at 
par. Prior to this time representations had been made to the 
Federal Reserve Board and to several committees of Congress 
that improper methods had been and were being used by the - 
Federal reserve banks, particularly in the West and in the North- 
west. Many wild tales were afloat as to high-handed procedure 
of representatives of Federal reserve banks in isolated cases, and 
it was alleged by the plaintiffs in the Atlanta suit that the Federal 
Reserve Bank of Atlanta intended to accomplish its purpose by 
those or similar methods. 

When the case finally reached the Supreme Court of the United 
States on appeal in the October term of 1920, that court affirmed 
the opinion of the Circuit Court of Appeals with reference to 
jurisdiction but remanded the case to the United States District 
Court for the Northern District of Georgia for hearing upon its 
merits. In rendering the opinion of the court Justice Holmes 
said: “The question at this stage is not what the plaintiffs may be 
able to prove or what may be the reasonable interpretation of the 
defendant’s act but whether the plaintiffs have shown ground for 
relief if they can prove what they allege. We lay on one side as 
not necessary to our decision the question of the defendant’s 
powers, and assuming that they act within them consider only 
whether the use that, according to the bill, they intend to make of 
them will infringe the plaintiffs’ rights.” 

The case was retried on its merits and argued in the District 
Court of the United States for the Northern District of Georgia, 
and on March 11, 1922, opinion was rendered by Judge Beverly D. 
Evans, which may be briefly summarized as follows. Under the. 
Federal Reserve Act, Federal reserve banks are empowered. to 
accept any and all checks payable upon presentation when depos- 
ited with them for collection. Checks so received must be col- 
lected at par, Federal reserve banks not being permitted to pay 
exchange in the discharge of their duties with respect to the 
collection of checks deposited with them; and, with respect to 
performing the functions of a clearing house, Federal reserve 
banks are empowered to adopt any reasonable measures designed 
to accomplish this purpose, and, upon the refusal of the drawee 
bank to remit at par in satisfactory funds, a Federal reserve bank » 
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may employ any proper instrumentality or agency to make the 
collection and may pay legitimate or necessary costs for such 
service. 

The process of the daily collection of checks in the exercise of 
clearing house functions is not rendered unlawful because of the 
fact that of the checks handled two or more of them may be 
drawn on the same bank. That is to say, Federal reserve banks 
may accumulate checks from many different sources for prompt 
presentation to the banks upon which they are drawn. The 
Federal reserve bank may also publish a par list, and while it 
should not include on that list the name of any bank that has not 
agreed to remit at par or has not authorized the use of its name, 
it can, through the par list, advise its ability to collect checks upon 
all banks located in a particular place. The court also found 
from the facts that the Federal Reserve Bank of Atlanta had not 
used or proposed to use improper or illegal methods for the 
purpose of coercing the non-member banks. 

Appeal was, of course, taken by the plaintiffs in the suit and 
after being heard by the United States Circuit Court of Appeals 
for the Fifth Circuit will probably be again appealed to the 
Supreme Court of the United States. 

During the year 1920 the legislatures of several of the states 
in the Sixth District passed laws the object of which is to prevent 
Federal reserve banks from making collections upon non-member 
banks in these states without the payment of exchange. 

The ‘Act of the Mississippi Legislature, approved March 6, 
1920, provides that banks are required to make an exchange or 
service charge on checks presented through any bank, trust com- 
pany, Federal reserve bank, post office, express company, or any 
collection agency, or by any other agency whatsoever, of one- 
tenth of 1 per cent of the total amount of cash items so presented 
and paid at any one time. The Act specifies a number of excep- 
tions including checks payable to the State of Mississippi, or any 
subdivision thereof, or to the United States, and indicates the 
charge is not to be imposed against citizens of the state making 
personal presentation of checks payable to them or against banks 
in the same city, town, or village. It forbids protest of items for 
non-payment solely on account of refusal or failure to pay 
exchange. 

The Act then-has a rather unusual provision, as follows: “If 
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for any reason the court should hold that the national banks in 
this state are not required to charge and collect such exchange, 
still this act shall remain in full force and effect as to all other 
banks in this state; and in the event of such holding by the courts, 
or the refusal of any national bank in this state to comply with 
this act, then it shall be optional with the state banks located in 
the same municipality with the national banks or state banks 
which are members of the Federal Reserve System as to whether 
such charge shall be made.” The Act also provides that there 
shall be no right of action either at law or in equity against any 
bank in the state for refusal to pay solely on account of non- 
payment of exchange. 

The Act of the Louisiana Legislature, having the same object, 
provides that state and national banks shall have the right to 
make charges not exceeding one-tenth of 1 per cent, with a 
minimum in any one case of ten cents. It also has exceptions 
similar to those in the act of the Mississippi Legislature and 
prohibits protest of items for non-payment solely on account of 
the exchange charge. It also provides that there shall be no right 
to action either at law or in equity against any bank in the state 
for refusal to pay solely on account of the ground of non-payment 
of exchange. The unusual provision above quoted from the Mis- 
sissippi Act, excusing state banks from obeying the law if national 
banks should refuse to do so, is repeated in this Act. 

The Legislature of South Dakota passed an Act, approved 
July 3, 1920, allowing banks to make a charge not exceeding 
one-tenth of 1 per cent, with a minimum of ten cents on any one 
transaction. Exceptions: No such charge can be made by a bank 
for collecting a check presented to said bank when check is drawn 
on any bank in the same municipality, state, town, or village and 
does not bear an out-of-town endorsement. Protest for non- 
payment solely on account of exchange is prohibited and the law 
provides that there shall be no right of action either in law or 
in equity against any bank for refusal to pay such items when 
refusal is based alone on the non-payment of exchange. This 
Act has a special provision peculiar to itself which is as follows: 
“Whenever one or more checks on any bank in the hands of a 
single holder or holders for an aggregate sum exceeding amount 
of such bank’s legal reserve required to be kept in its vaults shall 
be presented on the same date and payment thereof demanded, and 
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said bank may elect to make such payment in exchange instead 
of cash.” 

The Legislature of the State of Georgia passed an Act, ap- 
proved August 14, 1920, to amend the Bank Act of the state by 
an amendment to Section 27, Article 19, by inserting in Section 
27, Article 19, after the body of said section and before the 
proviso, the words, “Provided that the reserve against savings and 
time deposits may be invested in bonds of the United States or 
this state at the market value thereof,” and by adding at the end 
of the said section the following, “And provided that a bank 
shall have the right to pay checks drawn upon it when presented 
by any bank, banker, trust company, or any agent thereof, either 
in money or in exchange, drawn on its approved reserve agents, 
and to charge for such exchange not exceeding one-eighth of 1 
per cent of the aggregate amount of the checks so presented and 
paid.” 

The Legislature of the State of Alabama passed an Act, ap- 
proved September 30, 1920, in which the banks of Alabama are 
required to charge exchange not exceeding one-eighth of 1 per 
cent when paying and remitting for checks drawn upon them and 
whenever such check or checks are forwarded or presented to 
a bank for payment by any Federal reserve bank, express com- 
pany, or post office employee, other bank, banker, trust company, 
or individual, or by any agent or agents thereof, or through any 
other agency or individual, the paying bank or remitting bank may 
pay or remit same at its option either in money or in exchange 
drawn on its reserve agent or agents in the city of New York or 
in any reserve city within the Sixth Federal Reserve District. 
Protest for non-payment solely on the ground of the exchange 
charge is prohibited. 

It is manifest that in enacting the laws above referred to the 
sole consideration of the various legislatures quoted was to pre- 
serve to the state banks of the states the right to charge exchange. 
The possible effect of these laws upon the banking business of 
the state or upon the deposit lines of the state banks seems to 
have had little or no consideration. The fact that many state 
banks in these states are continuing to remit at par, notwithstand- 
ing the careful provisions of law intended to protect them in the 
charging of exchange, is a very clear indication that many bankers 
are aware of the fact that competition, the changing customs of 
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trade, and above all the action of inexorable economic law, finally 
determine these matters and not the acts of legislatures. 

As we have already seen, North Carolina was placed on the 
par list as a whole-par state on November 15, 1920. The suit in 
the Atlanta District already referred to had been fostered and 
conducted by an association known as the Bankers Protective 
Association, organized for the purpose of opposing the activities 
of the Federal reserve banks for universal par collection. Shortly 
after November 15, 1920 the association established a branch in 
North Carolina, and, through the instrumentality of this branch 
and the influence of other state bankers, the Legislature of North | 
Carolina, on February 5, 1920, passed an act entitled, “An Act to 
Promote the Solvency of State Banks,” which contained substan- 
tially the following provisions : 


Ist. That state banks might lawfully charge exchange at the rate of 
one-eighth of 1 per cent, with a minimum fee of ten cents. 

2d. State banks and trust companies chartered by the state are allowed to 
pay checks drawn upon them by means of their own exchange checks 
drawn against their reserve deposit in other banks when such checks are 
presented by any Federal reserve bank, post office, express company, or 
any respective agent thereof, and unless the checks themselves specify that 
cash must be paid. : 

3d. It is made unlawful for any person other than the drawer of the 
‘checks to place upon it a notation to the effect that it is payable in cash. 

4th. Checks drawn in payment of obligations to the state of North Caro- 
lina or the United States Government are exempt from exchange charges. 

5th. The protest of checks is prohibited for non-payment on account of 
the refusal of the drawee bank to pay exchange. 


Believing this law to be unconstitutional, but not knowing just 
what effect it would produce upon the non-member banks in 
North Carolina, the Federal Reserve Bank of Richmodn imme- 
diately notified the non-member banks that it would continue to 
accept checks drawn upon them and would present them for 
payment in money in case‘of the banks’ refusal to remit at par. 
The Federal Reserve Bank of Richmond also notified member 
banks in its own district and other Federal reserve districts that 
it would continue to collect North Carolina checks, but, as it did 
not know the extent to which personal presentation would be 
necessary, it could not be responsible for occasional delays in 
presentation beyond the ordinary time. It assured all such banks, 
however, that it would use the utmost diligence to make prompt - 
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presentation in every case in which such action proved to be nec- 
essary. Since the Federal Reserve Bank of Richmond did not 
abandon its policy of collecting all North Carolina checks at par 
upon the passage of the law, it was necessary for the Bankers 
Protective Association to take other steps to accomplish its 
purposes. ; 

An action was brought in the Superior Court of Union County 
at Monroe, N. C., the object of which was to restrain the Federal 
Reserve Bank of Richmond from collecting checks upon the non- 
member banks in North Carolina. At the beginning, thirteen 
non-member banks became plaintiffs in the suit, and, pending 
hearing of the case, the court granted a restraining order forbid- 
ding the Federal Reserve Bank of Richmond to return as dis- 
honored any checks drawn upon the plaintiffs and presented for 
payment upon which the plaintiffs had tendered their exchange 
drafts in response to the demand. The Federal Reserve Bank of 
Richmond promptly discontinued the acceptance of checks drawn 
upon the thirteen plaintiff banks, but continued to accept checks 
upon all other non-member banks and to present them for pay- 
ment in cash wherever such presentations were necessary. The | 
effect of this action was that other non-member banks became 
parties to the suit from time to time and the total number finally 
reached 251 (not including branches) on February 15, 1922. 

One curious and interesting feature of the situation is worthy 
of special note. The restraining order of the court did not forbid 
the Federal reserve bank’s presenting checks and demanding pay- 
ment in money, but forbade only the return of such checks as 
dishonored. When the Richmond bank received notice of the suit 
and the names of the plaintiffs, it had in its possession a number 
of checks that had been duly presented and upon which payment 
in money had been refused and which had been stamped dishon- 
ored by the representatives of the Federal Reserve Bank of 
. Richmond in lieu of formal protest which was no longer obtain- 
able. Under the circumstances. these checks could not be returned 
without contempt of court and the Federal Reserve Bank of 
Richmond was therefore compelled to hold them and notify en- 
dorsers. After notice was received that a bank had joined the 
injunction suit, no further checks were presented, because the 
Federal Reserve Bank of Richmond had no wish to embarrass 
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either the plaintiff banks or their customers by holding checks 


which it could neither collect nor return. 

Nevertheless, as additional banks became parties to the suit 
from time to time, additional checks accumulated in the hands of 
the Federal Reserve Bank of Richmond, that is, checks presented 
by agents before the bank had joined the suit was received. At 
one time more than two thousand of these checks were accumu- 
lated, the value of which was many thousands of dollars. In every 
case endorsers were notified that payment had been refused, but 
the checks were not returned as dishonored. Eventually arrange- 
ments were made by which practically all checks were disposed 
of either by presentation to the drawee bank, with payment in 
full in money, or by returning the checks to endorsers with the 
express permission of the plaintiff banks. As has been already 
said, no checks were presented to any non-member bank after the 
Federal reserve bank knew that it had become party to the suit. 

The complaint was filed in the Superior Court of Union County 
and the temporary restraining order awarded on February 29, 
1921. The Federal Reserve Bank of Richmond promptly filed 
petition to remove the case to the United States District Court 
for the Western District of North Carolina. This petition was 
denied and the bank appealed to the United States District Court 
to take jurisdiction. In the latter part of July, 1921 evidence and 
argument were heard by the United States District Court on the 
question of jurisdiction, the main point in the case being whether 
or not a sum in excess of $3,000 was involved. The plaintiffs in 
the suit took the ground that while the right to charge exchange 
was at the bottom of the whole matter the restraining order of the 
court dealt only with the right of the Federal Reserve Bank of 
Richmond to return certain checks as dishonored. Moreover, 
they filed as evidence in the case approximately 150 affidavits, 
from as many non-member North Carolina banks, each one to the 
effect that the right to charge exchange, though a valuable right, 
was worth less than $3,000 to the bank by which the affidavit was 
filed. On July 21, 1921, the judge of the United States District 
Court entered an order remanding the case to the Superior Court 
of Union County for trial on its merits. 

The Federal Reserve Bank of Richmond filed answer and the 
case came up for trial at the February, 1922, term in the Superior 
Court for Union County, North Carolina, held at Monroe, North 
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Carolina. All issues of law and fact were submitted to the judge 
(that is to say, trial by jury was waived by both sides), evidence 
was taken, and argument heard from February 27 to March 3d. 

Although the complainants had alleged in their bill that the 
Federal Reserve Bank of Richmond intended to save up checks 
for the purpose of forcing the non-member North Carolina banks 
to become parties to the collection system, and that the Federal 
Reserve Bank of Richmond had used and intended to use various 
other unusual, unreasonable, and oppressive methods to carry 
their point, no evidence substantiating this allegation was offered. 
On the contrary, it appeared from the evidence that the conduct 
of the Federal Reserve Bank of Richmond throughout the whole 
of the par point campaign in North Carolina, and throughout all 
its dealings with the North Carolina member banks before and 
during the controversy, had been characterized by the utmost 
consideration for the non-member banks that was consistent with 
its purpose to carry out what it believed to be the duties imposed 
upon it by the Federal Reserve Act. 

On March 29, 1922, Judge James L. Webb, of the Superior 
Court for Union County, North Carolina, entered the final order 
sustaining the Act as constitutional and making the temporary 
injunction permanent. In his statement of the finding of facts, 
Judge Webb said: “The acts and things done by the defendant 
as shown herein were done and performed solely with the object 
and with the intent to discharge what the defendant was advised 
and believed to be its legal duties and obligations under the Act 
of Congress, and the said defendant was not actuated by any 
motive or purpose to catise any unnecessary injury or loss to the 
plaintiff banks, or any of them.” In other words, the decision of 
the Superior Court of Union County, North Carolina, reduced the 
issue to a conflict between certain provisions of the Federal 
Reserve Act and the statute passed by the Legislature of the State 
of North Carolina on February 5, 1921, without any complica- 
tions which in other cases have grown out of alleged courses of 
conduct actually pursued or intended to be pursued by the Federal 
reserve bank or its agents. To this judgment the defendant (the 
Federal Reserve Bank of Richmond) excepted and noted an 
appeal to the Supreme Court of North Carolina. It is believed 
that a speedy trial of the case will be had in that court and 
whatever may be its decision it is probable that appeal will be 
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taken to the Supreme Court of the United States by the losing 
side. 

There are two other cases pending, one between a state bank | 
in Kentucky and the Federal Reserve Bank of Cleveland and the 
other between a state bank in Oregon and the Federal Reserve 
Bank of San Francisco, but it is believed that the final decision 
of the United States Supreme Court in the Atlanta and Richmond 
cases will settle the conflict. 

As we have already stated in commenting upon the Acts passed 
in Mississippi, Louisiana, South Dakota, Georgia, and Alabama, 
apparently the sole consideration which prompted the various 
legislatures to pass the Acts referred to was the desire to preserve 
to the state banks the right to charge exchange. It did not seem 
to occur to the framers of the Acts that they might possibly be 
running counter to an economic law superior to the Act of any 
legislature and the effects of which could in no way be avoided. 

After the controversy arose in North Carolina, and especially 
after a considerable number of banks had become parties to the 
injunction suit, many complaints were received by the Federal 
Reserve Bank of Richmond to the effect that checks drawn upon 
state banks in North Carolina, which had agreed to remit at par 
_ in spite of the existence of the law, were being refused by many 
merchants and other dealers, particularly outside of the Fifth 
Federal Reserve District. This situation had been foreseen by 
the officers of the Federal Reserve Bank of Richmond and from 
time to time after the suit was instituted, in the Superior Court of 
Union County, lists of the banks that were parties to the suit were 
sent out by the Federal Reserve Bank of Richmond to all member 
banks in the Fifth District and to other Federal reserve banks 
and branches for the purpose of advising the banks and through 
them the public generally that the Federal Reserve Bank of Rich- 
mond was prepared to collect checks drawn upon all non-member 
banks in the state of North Carolina except those that had become 
parties to the suit. In some cases state banks had become parties 
to the suit but had signified their willingness to continue to remit 
at par. The names of these banks were, of course, omitted from 
the list. 


Because it was difficult to keep track of the banks that were 
parties to the suit, and because especially in localities outside of 
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the Fifth District it was difficult to know whether a given non- 
member bank in North Carolina was a party to the suit or not, 
and consequently whether checks drawn upon that bank were 
collectable at. par or subject to exchange charge, many merchants 
and other dealers took the very natural course of objecting to 
payment by means of checks drawn upon non-member banks in 
North Carolina. Though the Federal Reserve Bank of Richmond 
made every possible effort to protect the interests of those non- 
member banks that agreed to remit at par, it was unable to do so 
completely. In other words, all the non-member banks in North 
Carolina inevitably suffered to some extent from the action of 
that group of banks which undertook to take advantage of the 
law and refuse to remit without exchange. 

In every case in which a check drawn upon a North Carolina 
non-member bank was returned to the drawer as unsatisfactory, 
the drawer’s attention was automatically called to the advantage 
of maintaining an account with a bank on which checks could be 
received without question in any part of the United States, and 
it was but natural to expect some shifting of accounts as a result 
of the prolonged fight over exchange charges in the state. In 
order to ascertain what effect, if any, had been had upon the 
deposits in the North Carolina banks, we recently made a careful 
comparison of the deposits in three groups of banks at two dates 
approximately one year apart, December 29, 1920, and December 
31, 1921. These three groups did not include all the banks in the 
state because it was obviously necessary to exclude banks which 
were in existence on December 29, 1920, but which had gone out 
of business on December 31, 1921. It was also obviously neces- 
sary to exclude all banks that were in existence on December 31, 
1921, but had not been organized prior to December 29, 1920. 
Another group comprising a few small non-member banks was 
also excluded. This was the group named at the end of the 
published list of injunction banks, and consists of banks each one 
of which remitted at par for a time after the injunction proceed- 
ings were started and then declined to remit at par, and declined 
also to pay in cash but tendered exchange drafts when checks were 
presented at their counters by representatives of the Federal 
reserve bank. 

After December 29, 1920, there was a very general decrease in 
the deposits of practically all banks, many of which, however, 
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recovered their deposits in whole or in part before the end of 
1921. In other words, under existing conditions banks were 
really making some progress in building up deposits when they 
could show deposit lines at the end of 1921 equal to those at the 
beginning of that year. 

The 102 member banks in North Carolina held deposits on 
December 29, 1920, amounting to $130,551,000. The deposits of 
these same banks on December 31, 1921, were $131,395,000, an 
increase of $844,000 or 0.65 per cent. 

The 209 non-member banks remitting at par had deposits on 
December 29, 1920, of $94,532,000. On December 31, 1921, the 
deposits of these same banks amounted to $86,027,000, a decrease 
of $8,505,000 or 9 per cent. 

The 247 injunction banks had deposits on Tiseaties 29/4920, 
of $54,380,000; the deposits of these same banks on December 31, 
1921, amounted to $49,240,000, a decrease of $5,140,000 or 9.5 
per cent. 

If changes in the total deposits indicated in the above state are 
attributable to the fact that certain non-member banks in the 
state were not remitting at par, it would seem that all non-member 
banks were more or less affected but that the non-remitting non- 
member banks were affected to a slightly greater extent than 
those that continued to remit at par. 

There are several elements in this controversy which do not 
seem to be very generally recognized and appreciated. 


Ist. A profit from exchange charges (particularly since the 
transportation of money for the purpose of creating exchange 
is no longer necessary) is possible only if the bank charging 
the exchange on checks presented to it for payment is not 
also required to pay exchange on checks drawn upon other 
banks and deposited with it by its customers. 

2d. Since the establishment of the Federal Reserve System 
and the development of the par collection plan, country banks 
are no longer in a position to collect exchange on the one 
hand and to be ‘relieved from paying it on the other. The 
Federal reserve banks have brought the whole matter to an 
issue and the real question is not whether certain banks shall 
be allowed to continue to charge exchange, while others are 
required to meet checks drawn upon them at par, but whether - 
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all banks shall be given the right to charge exchange or no 
banks be allowed to charge exchange. 

3d. Like other features of the Federal Reserve System, 
the par collection principle is not an arbitrary plan devised 
by Congress and imposed upon the banks of the country. 
Prior to the establishment of the Federal Reserve System 
many if not all banks in certain sections had begun to remit 
at par. In all parts of the United States country clearing 
houses were being established for the purpose of reducing or - 
eliminating exchange charges. The establishment and devel- 
opment of the par collection system by the Federal reserve 
banks is, therefore, the result of a gradual growth and a 
gradual change in banking methods. Undoubtedly this 
growth was greatly stimulated, and the results have been 
very much hastened during recent years, by the establishment 
of one universal system in place of the many independent 
systems that existed previously, but without the previous 
development of the par collection idea the plan could never 
have been developed as rapidly as it has been since July 15, 
1916. J 

4th. It is a mistake to assume that the par collection 
system of the Federal reserve banks can remain incomplete, 
as it is at present. It must either go forward or backward. 
Even though we might be able to compel member banks to 
forego exchange charges we could not compel non-member 
banks to do so. As we have seen from the figures reported 
from time to time, thousands of these non-member banks 
have joined the par list on the strength of our assurance that 
ultimately all banks would be included in the collection sys- 
tem. While we may expect a great deal of patience on their 
part and a liberal allowance of time for the perfection of the 
system, we cannot expect them to continue to cooperate if 
we should abandon our efforts to collect at par from other 
non-member banks, in many cases their close neighbors and 
possible competitors. 

5th. Through its leased wire system, already referred. to, 
and through the establishment of the Gold Settlement Fund, 
the Federal reserve banks have been able to develop and offer 
to the public, through member banks, enormous facilities 
hitherto unknown in this country. Should the fight for uni- 
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versal par collection be abandoned, and particularly should | 

many of the non-member banks, and eventually many of the 
member banks, relapse into the former practice of charging 
exchange, and should the re-establishment of this practice 
interfere with the collection of checks through the Federal 
reserve banks, it is not only possible but extremely probable - 
that many of those other important services would have to be 
curtailed or entirely abandoned. 


QUESTIONS AND EXERCISES 


. What was the Suffolk banking system? 

. What system of check collection was in use before the enactment of 
the Federal Reserve Act? 

. What is meant by the term “to remit at par”? 

. What is kiting? How did it affect bank reserves? 

. How can a bank use an analysis of accounts? 

. Why have most banks opposed remitting at par? 

. How does the par collection system of the Federal reserve banks operate? 

. What are the benefits derived through the par collection system? 

. Upon what grounds was the Federal Reserve Bank of Atlanta restrained 
from collecting checks at par? 

10. How was the controversy between the Federal reserve banks and 

non-member banks finally settled? © 


nN — 


OCONAUMWAW 


CHAPTER XIII 


THE GOLD SETTLEMENT FUND AND DOMESTIC 
GOLD MOVEMENTS 


Tue Federal Reserve Act provided for the Gold Set- 
tlement Fund in general terms only. The Act authorized 
the Board to act as a clearing-house for the reserve 
banks or to authorize one of the banks to perform this 
service. Out of this general authority the Gold Settle- 
ment Fund was conceived and developed. It has become 
one of the most important parts of the system and is 
without question quite indispensable. The perfection of 
the Gold Settlement System has made possible par clear- 
ings and the elaborate telegraphic transfer system. It is 
through the Gold Settlement Fund that inter- and intra- 
district gold movements are handled without the physical 

- movement of gold, the title only being transferred— 
[Ed. Note.] 


A.—THE GOLD SETTLEMENT FUND * 


We have referred to the Gold Settlement Fund as the means 
by which settlements are effected between Federal Reserve Banks 
and Branches. This is a common fund, established by the Federal 
Reserve Board, now held by the Treasurer of the United States 
for the Federal reserve banks and the Federal reserve agents, 
each bank or agent owning a part of the fund, and such participa- 
tion being represented by entries on the books of the respective 
Federal reserve banks and Federal reserve agents, with corre- 
sponding entries on a special set of books maintained by the 
Federal Reserve Board. In each case the debit balance as shown 
by the books of the Federal reserve bank, for itself or its Federal 
reserve agent, is represented by a credit balance on the books of 
the board, corresponding exactly in amount. The sum of all the 
credit balances as shown by the books of the board is, at all times, 
exactly equal to the total amount of the fund. 

The Gold Settlement Fund was not established until sometime 

* Federal Reserve Bank of Richmond (Letter No. 7, Sept., 1922). 
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after Federal reserve banks were organized and opened for busi- — 
ness. Even when it was first established, its scope was much 
smaller than it is at present. Therefore, a more or less detailed 
account of the establishment of the fund and its development up to 
the present time is not only interesting in itself, but it is very 
necessary to a thorough understanding of the development and 
functioning of the Federal Reserve System as a whole. A single 
illustration exemplifying one of the functions of the Gold Settle- 
ment Fund, showing what has been made possible in one direction 
by the establishment and development of the fund, will eh us 
some idea of its importance. 

In March of 1917 (some time after the Gold Settlement Fund 
had been established) a member bank requested one of the Federal 
reserve banks to charge its account (with a comparatively small 
sum) and make a transfer to another Federal reserve bank for the 
credit of a correspondent of the member bank located in the dis- | 
trict of the second Federal reserve bank. The matter was referred 
to the governor of the first Federal reserve bank and was referred 
by him to the Federal Reserve Board. After consideration the 
board voted not to authorize payments of this character. 

If today a member bank should request its Federal reserve 
bank to charge its account with a million dollars and transfer that 
sum to some other Federal reserve bank for the credit of a mem- 
ber bank correspondent in the district of the other Federal reserve 
bank, the request would be immediately complied with as a matter 
of course (assuming that the account of the member bank making 
the request would stand the charge) and without the matter being 
referred to any officer other than the one in charge of the transfer 
department. It was only after the establishment of a Leased 
Wire System, connecting all Federal reserve banks and branches 
and the Federal Reserve Board, and the perfecting of a plan for 
daily settlements between Federal reserve banks and branches 
through the Gold Settlement Fund that such transfers became — 
practicable. 

While the Federal Reserve Act, as originally passed, contained 
detailed and explicit directions with respect to certain operations 
of the Federal reserve banks (such as the receipt of payments on 
account of capital stock, and the receipt of reserve deposits in 
specified percentages at designated times), other functions of the 
Federal reserve banks were described in general terms, or indicated 


THE GOLD SETTLEMENT FUND 433 


by the granting of general powers. It was evidently realized by 
the framers of the Act that certain features of the Federal Reserve 
System would have to be developed slowly and ways and means 
left to the discretion of officers of the Federal reserve banks, under 
the supervision and guidance’ of the Federal Reserve Board. 

The board in its First Annual Report (December, 1914, 
page 19) said: “The Federal Reserve Act, in sections 13 and 16, 
provides in general language for the collection and clearing of 
checks, without, however, undertaking to define more precisely the 
exact extent or character of these operations. It does, however, 
describe the character of the items that may be received on deposit 
by Federal reserve banks, and clearly contemplates the performance 
of certain clearing functions by such banks for their members. It 
also contemplates clearings of undefined extent among the several 
Reserve Banks and authorizes the Board itself to act as a clearing 
house for the several Reserve Banks, or to designate one of these 
banks to perform this service.” 

During the early days after the organization.of the Federal 
reserve banks, in the latter part of 1914, these banks were occupied 
chiefly with the receipt of payments of subscriptions to capital 
stock, in accordance with the terms of the Act, and the receipt © 
from member banks of deposits covering reserve, as required in the 
Act. Payments on account of: subscriptions to capital stock were 
to be made in gold or gold certificates. Reserve deposits were to 
be made in gold or lawful money except that Federal reserve banks 
were authorized to receive from member banks not exceeding one- 
half of each installment in eligible paper, as described in Section 
14, properly endorsed and acceptable to the said reserve banks. 
That is to say, member banks were permitted to rediscount to a 
certain extent in establishing reserves. Asa matter of fact, a very 
large percentage of the early reserve deposits were made in gold, 
but in some cases, in order to facilitate the transfer of reserves to 
the Federal reserve banks without undue disturbance, it was found 
expedient to accept for deposit checks on certain banks in certain 
designated cities. 

In a circular issued by the Federal Reserve Bank of Richmond 
prior to November 16, 1914 (the date on which the bank was 
opened for business), prospective member banks were advised 
that collections and clearings could not be undertaken at the be- 
ginning and, therefore, active accounts with member banks could 
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not be established until further notice. They were advised, how- 
ever, that “after the initial payment of reserves have been made, 
checks drawn by any member bank on this bank [the Federal 
Reserve Bank of Richmond] or on any member bank in the cities 
of Richmond, Washington, or Baltimore, the reserve cities of this 
District, will be received on deposit for the credit of members.” 
Under date of November 25, 1914, a circular was issued advising 
member banks that the Richmond Bank was in readiness to com- 
mence rediscounting for member banks, and would be in a posi- — 
tion to furnish Federal reserve notes for the proceeds of redis- 
counts. Members were cautioned, however, that, while the Federal 
Reserve Bank of Richmond was accepting checks on banks in the 
reserve cities of the Fifth District, “It is not intended at this stage 
that the reserve banks shall be used merely to.transfer balances 
from one place in order to make them more available at another, 

. members are expected to use their present connections to 
make collection until greater preparation has been made for 
clearing.” . 

Notwithstanding the restricted nature of the business conducted 
at that time, balances in excess of the required reserve were 
created, and checks against these balances found their way into 
other districts. No special machinery had yet been set up to effect 
settlements between Federal reserve banks, but it was the general 
understanding that reciprocal accounts would be kept and that any 
Federal reserve bank had the right to require a remittance in gold 
of any other Federal reserve bank if such payment was needed to 
settle accounts between the two. Under date of December 31, 
1914, the Federal Reserve Bank of Richmond issued another 
circular on this subject, advising member banks that the general 
demand for New York exchange at that time of the year and the 
decrease in the demand for currency was placing the Richmond 
Bank in the position of being debtor to the amount of several 
millions of dollars to the New York bank; and that members de- 
positing their checks (on reserve cities in this District) and de- 
positing cash for the purpose of creating exchange would be subject 
to a charge, in accordance with Section 16 of the Act. On January’ 
18, 1915, in sending out notification of the second installment of 
capital stock subscriptions, member banks were advised that pay- 
ments could be made by means of checks on national banks in 
New York City. This was for the purpose of reducing the debt 
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of the Federal Reserve Bank of Richmond to the Rederal Reserve 
Bank of New York. 


Prior to the organization of the Federal reserve banks a report 
was made to the Reserve Bank Organization Committee, provided 
for in the Act, by the Preliminary Committee on Organization. 
This report contained many practical suggestions as to the organiza- 
tion and operation of Federal reserve banks. Among these was a 
suggestion for a Federal reserve clearing-house, which involved the 
deposit of a.certain amount of gold by each Federal reserve bank 
with the Federal Reserve Board, or with a Federal reserve bank 
to be designated by the board to act as clearing agent, and the 
settlement of balances arising from time to time between Fed- 
eral reserve banks, by means of book balances on books to be 
kept by the settling agent or by actual certificates of ownership 
in the special Gold Fund to be issued by the settling agent. It 
was also suggested that settlements be effected weekly. The 
plan submitted to the Federal Reserve Board by the second gov- 
ernors’ conference was substantially that outlined in the report 
of the Preliminary Committee on Organization, though many 
details had been considered and conclusions with reference to — 
such details were submitted by the conference. The board took the 
matter under consideration, but did not effect final arrangements 
until April of 1915, when it announced that the plan had been com- 
pleted and was expected to become effective about the middle of 
May of that year. 

In the meantime all the Federal Reserve Banks had been main- 
taining accounts with one another, which accounts were of course, 
affected by all inter-district transactions. Each Federal reserve 
bank gave careful attention at all times to the state of the accounts 
between it and other Federal reserve banks, and by shifting debits 
and credits all balances were kept. within reasonable limits. For 
instance, if the Federal Reserve Bank of Richmond owed the 
Federal Reserve Bank of New York one million dollars and, at 
the same time, the. Federal Reserve Bank of Cleveland owed the 
Federal Reserve Bank of Richmond a million dollars, the Rich- 
mond Bank could send the New York Bank a draft on the Cleve- 
land Bank. The New York Bank would then forward the draft 
to the Cleyeland Bank, charging the account of the Cleveland Bank. 
If this created an undesirably large balance against Cleveland and 
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in favor of New York, Cleveland could correct the situation by — 
transferring its claim on some other Federal Reserve Bank. This 
is what: is meant by the equalization of balances by the shifting of 
credits. As has already been stated, the creditor bank had the right 
to require the debtor bank to ship gold at any time to cover 


the debt, but few, if any, such shipments were actually made... . 
The following is a brief statement of the principal features of 
the plan: 


Each Federal reserve bank was required to forward to the 
Treasury Department at Washington, or to the nearest sub- 
treasury, for credit to the account of the Gold Settlement Fund, 
one million dollars in gold or gold certificates in addition to an 
amount at least equal to its net indebtedness due to all other Federal 
reserve banks. The Treasury Department undertook to advise 
such Federal reserve banks of the receipt of the funds, and under- 
took further to deliver to the Federal Reserve Board gold certifi- 
cates payable to the order of the Federal Reserve Board in de- 
nominations of $10,000, covering the entire sum so deposited. 
Each Federal reserve bank was required from time to time to make 
such payments in the Gold Fund (in gold or gold certificates) as 
might be necessary to maintain a balance to its credit in the fund 
of at least one million dollars. Any Federal reserve bank having 
a balance in excess of one million dollars, as a result of clearing 
operations, was allowed to withdraw the excess at will, payment 
to be made by the shipment of gold certificates to the said Federal 
reserve bank by the board or the delivery of gold or gold certifi- 
cates through the nearest subtreasury. The total amount in the 
fund at any one time consisting of gold order certificates was to be 
kept in a safe in the Treasury vault, set apart for the exclusive use 
of the board and to be opened only in the presence of two persons 
designated by the Secretary of the Treasury and two persons 
designated by the board. A proper vault memorandum was to be 
maintained. 

Weekly settlements were to be effected between Federal reserve 
banks in even thousands of dollars, and deposits in and withdrawals 
from the fund were to be made in multiples of $10,000. The board 
was to keep a set of books in which there was to be an account 
for each Federal Teserve bank, which account should show at all 
times the amount in gold held for each bank, the total to agree with 
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the amount of gold in the fund. At the time the announcement 
of the plan was made, the board also communicated to the Federal 
reserve banks an opinion prepared by the counsel of the board, to 
the effect that, under the law, gold held in the Gold Settlement 
Fund for the account of a Federal reserve bank could be counted 
by the bank as a part of its required reserve. 

Each Federal reserve bank was required to keep two accounts 
with every other Federal reserve bank, one showing the total 
amount due to the other Federal reserve bank and the other the 
amount due from the other Federal reserve bank. At the close 
of business each Wednesday night, each Federal reserve bank was 
to telegraph to the Federal Reserve Board (confirming each tele- 
gram by mail) the amount in even thousands due by it to each 
other Federal reserve bank as of that date. The settling agent 
appointed by the Board made settlement on the following day, 
making the proper debits and credits to the account of each Federal 
reserve bank on the books of the Gold Settlement Fund maintained 
by the board, and advising each bank by telegram of the amounts 
of credits in even thousands, stating the name of each Federal 
reserve bank from which each credit was received and, also, the net 
debit or credit balance resulting from the weekly settlement to the 
Federal reserve bank to which the message was addressed. Upon 
the receipt of these telegrams each Federal reserve bank made 
appropriate entries in its accounts with other Federal reserve banks. 

It will be observed that settlements were made not upon net 
balances between Federal reserve banks, but upon total amounts 
due in even thousands. This, of course, obviated errors between 
Federal reserve banks arising from delays in the mails. It will 
also be observed that no Federal reserve bank was allowed to make 
entries on its own books with respect to the Gold Settlement Fund 
until advised to do so by the settling agent in charge of the fund. 
This assured agreement at all times between the accounts of the 
Federal reserve banks with respect to the Gold Settlement Fund 
and the accounts of the settling agent at Washington with respect 
to each Federal reserve bank. Provision was made for a regular 
quarterly audit of the Gold Fund by representatives of the Federal 
reserve banks. 

The first settlement was made in the following manner: At the 
close of business Wednesday, May 19, 1915, each Federal reserve 
bank advised the Federal Reserve Board by wire of the amounts, 
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in even thousands, due by it to each other Federal reserve bank 


as of that date. On Thursday, May 20, the settling agent appointed 

by the board telegraphed to each Federal reserve bank the amount 
of credits to its settling account, giving the name of each bank 
from which such credits were received, also the net debit or credit 
balance in the settlement. Confirmations of these telegrams were 
sent by mail. After the receipt of these advices, but not later than 
May 24, each Federal reserve bank remitted gold or gold certifi- 
cates to the board, directly or through the nearest subtreasury, in 
an amount sufficient to cover its debit balance, if any, and to estab- 
lish a credit balance of at least one million dollars. The total so 
remitted at that time was $18,450,000. Thereafter settlements 
were made weekly, on Thursday, upon the basis of the figures tele- 
graphed by each Federal reserve bank at the close of business 
Wednesday. 

After conference with the Federal Reserve Board and officers 
of the several Federal reserve banks, the Treasury Department had 
agreed not only to receive remittances in gold and to issue $10,000 
gold order certificates to the Federal Reserve Board, but, also, 
had agreed to allow the use of the substreasuries in connection with 
such remittances and in connection with withdrawals from the 
Gold Fund by Federal reserve banks of amounts in excess of the 
balance required or desired to be maintained in the fund. It was 
understood and agreed, however, that if the receipt of such remit- 
tances or the making of such payments involved the actual ship- 
ment of gold from the Treasury at Washington to a subtreasury, or 
vice versa, the expense of such shipments would be borne by the 
Federal reserve banks. In its Second Annual Report the.Federal 
Reserve Board stated that up to the close of the year 1915 at only 
one subtreasury had the withdrawals exceeded the deposits, and as | 
the fiscal operations of the Treasury had accumulated a surplus 
at that point no shipment was necessary to meet this excess of 
withdrawals. 

Since payments of gold made by Federal reserve banks into the - 
Gold Fund were transmitted through the Treasury Department, 
and since payments from the Gold Fund to the Federal reserve 
banks could be made through the same channel, it is manifest that 
a payment to a Federal reserve bank by the Treasurer of the 
United States or a payment by a Federal reserve bank to the 
Treasurer of the United States could be made through the Gold 
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Fund, provided, of course, in the latter case that the paying. 
Federal reserve bank had a sufficient excess balance in the fund. - 
When the fund was established and this arrangement was made for 
the convenience of the Federal reserve banks, no one could possibly 
have had in mind the character and scope of the transactions be- 
tween the Federal reserve banks and the Treasury Department 
which would take place during the next few years. The sale and 
distribution of Treasury certificates of indebtedness, of the four 
issues of. Liberty loan bonds and of the issue of Victory notes, the 
redeposits in banks growing out of these transactions, the payment 
of calls on these redeposits, the collection of income and excess 
profits taxes, to a considerable extent the payment of interest on 
the public debt, and to an enormous extent the shifting of funds 
during the progress of the war—all were made eventually possible 
by the cooperation of the Treasury Department and the twelve 
Federal reserve banks. It is safe to say that without the establish- 
ment of the Gold Settlement Fund, along lines substantially equiva- 
lent to those on which it was established, war financing on anything 
like the scale on which it was actually conducted would have been 
an impossibility. 

As we have already seen, in the early part of 1915 a number, if 
not all of the Federal reserve banks put into operation a voluntary 
plan of intra-district collections. According to this plan, a Federal 
reserve bank invited all of its members to join in a collection plan 
under which each member that joined could send to the Federal 
reserve. bank checks upon every other member bank in the same 
district that had agreed to participate, but no such member bank 
could send checks drawn upon non-participating members in the 
same district or upon any member bank in any other district. For 
such checks the Federal reserve bank gave the sending member 
bank immediate credit in its reserve account. On the other hand, 
each member bank joining the plan had agreed that upon the day 
of receipt, the Federal reserve bank could charge its reserve account 
with the total amount of checks drawn upon it and received. by the 
Federal reserve bank from other participating member banks. 

While the operation of this plan did not primarily involve rela- 
tions between Federal reserve banks, such relations were indirectly 
involved. Clearings under the plan depleted the reserve accounts 
of some member banks and resulted in excess balances in the re- 
serve accounts of other member banks. The member banks whose 
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reserve accounts had been depleted had to remit in gold or lawful 
money or in some form of acceptable exchange. Other member 
banks whose clearings resulted in excess balances had the right to 
check against such balances, and checks on one Federal reserve 
bank were received for credit by other Federal reserve banks. 
Also, under a special arrangement, Federal reserve banks continued 
to accept exchange on certain designated reserve cities. These 
transactions, in so far as they effected accounts between Federal 
reserve banks, tended to increase the volume of the weekly settle- — 
ments through the Gold Settlement Fund. 

In addition to clearing weekly, Federal reserve banks had the 
privilege of making special transfers to other Federal reserve 
banks of balances in excess of the one million dollars which each 
Federal reserve bank was required to maintain as a working 
balance. These transfers were made by wire or by letter to the 
Federal Reserve Board. In each such case, however, the two 
Federal reserve banks affected by the transfer were allowed to make 
their respective debits and credits only upon receipt of specific 
authority to do so, which authority was sent by wire by the settling 
agent of the Federal Reserve Board... . 

It should be remembered that while settlements were made 
weekly, one Federal reserve bank had the right to require a remit- 
tance or a transfer between settlement dates to cover any large 
balance due to it by some other Federal reserve bank. 

The first withdrawal from the Gold Settlement Fund was made 
on July 14, 1915, by the Federal Reserve Bank of Chicago. Its 
telegram requesting the payment was received by the Board at 
10:30 a.m., and at 2 P.m., on the same day the Assistant Treasurer 
of the United States at Chicago advised the bank of his readiness 
to make the payment. Although in a number of cases thereafter 
such withdrawals occurred from time to time, the convenience and 
usefulness of the Gold Settlement Fund became more and more 
apparent as time went on, and there developed a tendency to 
allow credit balances to accumulate, so that the fund passed the 
one-hundred-million-dollar mark on November 18, 1915. 

_ As we have already seen, under the Act'as originally passed, 
Federal reserve notes could not be issued directly against gold, but 
only against 100 per cent of commercial or agrictiltural paper in the 
hands of a Federal reserve agent, his bank holding at the same time 
a gold reserve against outstanding notes of at ledst 40 per cent. 
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After such notes had been issued, however, the Federal reserve 
_bank by which they were issued could reduce its liability for out- 
standing Federal reserve notes by depositing with the Federal 
reserve agent its Federal reserve notes, gold and gold certificates, 
or lawful money. While comparatively little discounting was done 
by the Federal reserve banks in the early days of the system, the 
volume of Federal reserve notes which were put out and remained 
‘in circulation was very considerable. Therefore, almost from the 
beginning each Federal reserve agent had the custody of and the 
responsibility for more or less gold, all of which except the 5 per 
cent deposited with the Treasurer of the United States as a 
redemption fund, remained in his possession. Moreover, transac- 
tions involving the issue and retirement of Federal reserve notes 
necessitated frequent payments in large sums from the bank to 
the agent and from the agent to the bank. When these payments 
were made in gold or gold certificates much counting and recount- 
ing was necessary on the part of the employees of the bank and the 
representatives of the Federal reserve agent. Soon after the estab- 
lishment and sucessful operation of the Gold Settlement Fund, it 
became apparent that if arrangements could be made by which 
various Federal reserve agents could participate in the fund, many — 
of these transactions could be simplified and much counting and re- 
counting of gold and gold certificates could be avoided. There- 
fore, in the latter part of 1915 the board determined to enlarge 
the scope of the Gold Settlement Fund by opening on its settle- 
ment books an account with each Federal reserve agent as well. 
In the early part of September, 1915, the Federal Reserve Board 
adopted resolutions by virtue of which a gold fund was to be estab- 
lished for the use and benefit of the Federal reserve agent, not 
identical with but in close cooperation with the Gold Settlement 
Fund of the twelve Federal reserve banks. By these resolutions 
the settling agent and the deputy settling agent of the Federal 
Reserve Board were authorized and directed to open and main- 
tain on the books and records of the said settling agent a distinct 
and separate account for each Federal reserve agent, and to receive 
from the said Federal reserve agents, or from the Federal reserve 
banks for the accounts of such agents, deposits of gold certificates 
to be held subject to the order of the Federal reserve agent for 
whom such deposits had been made. The safekeeping of all de- 
posits so received and the withdrawal or transfer of said deposits, 
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or any part thereof, to the account of the Federal reserve bank 
or to the redemption fund account held by the Treasurer of the 
United States upon the order of the said Federal reserve agent, 
and all endorsements of gold order certificates made for the pur- 
pose of effecting withdrawals or transfers to the said fund, were 
to be subject to the same regulations, restrictions, and limitations as 
those which obtained in connection with the operation of the Gold 
Settlement Fund for the Federal reserve banks. 

The accounts and records pertaining to the deposits and with-_ 
drawals or transfers to the fund to the credit of the several Federal 
reserve agents were to be kept at all times separate and distinct | 
from those relating to the Federal reserve banks and separate and 
distinct from one another. As a matter of fact, the gold-order _ 
certificates representing the funds held by the Federal Reserve 
Board for the Federal reserve agents were separated from those 
representing the funds held for the Federal reserve banks in the 
Gold Settlement Fund. As a consequence, when transfers were 
made from an agent to a bank or from a bank to an agent, it was 
necessary for the representatives of the board to make an actual 
shift of gold order certificates from one safe to another, or from 
one compartment in a safe to another compartment. This should 
be borne, in mind in order that the full effect of a radical change 
subsequently made in the method of handling the Gold Settlement 
Funds of the banks and agents may be thoroughly appreciated. 


At the present time (August 18, 1922) the Federal reserve 
agents in five of the Federal reserve banks are keeping all of the 
gold deposited with them (except the 5 per cent redemption fund 
deposited with the Treasurer of the United States) in the Gold 
Settlement Fund at Washington. Of the remaining seven, six have 
much larger amounts to their credit in the fund than they are 
holding in the vaults of the banks, while the seventh has a little 
more than half of the gold held by him to his credit in the fund. 
The total amount to the credit of all Federal reserve agents in the 
fund is $1,691,840,000, while the total amount of gold and gold 
certificates held by the seven Federal reserve agents at their 
respective banks is $416,522,000. 


In “The Collection of Checks by Federal Resse Banks” we 
have seen that the voluntary intra-district clearing plan established - 
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by nearly all of the Federal reserve banks in June, 1915, did not 
prove successful, because it embraced only a comparatively small 
percentage of the member banks in each district whose operations 
through the Federal reserve bank were confined to the exchange 
of checks upon each other. We have also seen that on July 15, 
1916, the first plan was abandoned and a new and more compre- 
hensive plan was put into operation. As a full description of the 
second plan has already been given, it will not be necessary to repeat 
that description here, but it may be well to mention briefly some 
of the points of difference. 

Under the first plan, in each district no member banks except 
those that had voluntarily joined the collection system could use the 
_ Federal Reserve Banks for the collection of checks, and the par- 

ticipating members could only use the Federal Reserve Banks for 
the collection of checks drawn upon participating members in the 
same district. Moreover, while immediate credit was given by a 
Federal reserve bank for checks received on any given day, imme- 
diate debit was also made against the banks on which the cleared 
checks were drawn. 

We have also seen that under the new plan (which went into 
operation on July 15, 1916, and which with some modification and — 
many enlargements is still in operation) all member banks were 
required to participate. Therefore, member banks in a given 
district could not only clear checks on all other member banks in 
the same district, but could also clear checks on all member banks 
in any other district. Moreover, provision was made for the 
collection of checks on many non-member banks in all Federal 
reserve districts. 

Under the new plan checks were not charged against the reserve 
accounts of the banks upon which they were drawn on the day of 
receipt by the Federal reserve banks, but such charge was deferred 
in each case for a sufficient time to allow the checks to be received 
by the banks upon which they were drawn, and to allow these 
banks to remit, or otherwise account, to the Federal reserve banks 
for the amounts. At the same time, immediate credit was not 
given, as was the case in the first plan, but credit was deferred one 
or more days in accordance with a published time schedule. Under 
the new plan immediate credit was given by the Federal reserve 
banks for checks drawn upon themselves and for checks drawn 
upon banks in the cities in which they were located, provided such 
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checks were received in time to be collected through the various 
clearing-houses on the day of receipt. When this plan was put 
into operation it embraced all national banks, all state bank mem- 
bers, and a considerable number of non-members that had agreed 
to remit at par to the Federal reserve bank in whose district they 
were located. The total number of such member and non-member 
banks was approximately 15,000. 

The successful operation of the new clearing plan and the 
gradual addition of more and more non-members to the par 
list greatly increased the number and volume of the transactions 
between Federal reserve banks. This, of course, resulted in 
increased weekly clearings through the ‘Gold Settlement Fund. 

In “Federal Reserve Note Issues” we have seen that on Sep- 
tember 7, 1916, an amendment to the Federal Reserve Act was 
approved allowing Federal reserve notes to be issued against gold 
deposited with the Federal reserve agent, as well as against 
commercial and agricultural paper deposited with the agent. 
The gold and paper taken together had to be equal to 100 per 
cent of the Federal reserve notes so issued by the agent for the 
bank, and in any case in which gold held by the agent as a 
part of the 100 per cent collateral security was less than 40 per 
cent, the bank was required to maintain a gold reserve equal to 
the difference. We have already described the changes which 
were necessitated by this amendment to the Act in the published 
statements of the Federal reserve banks. Under the law as 
originally passed, as well as under the amendment to the Act, 
the Federal reserve banks and the Federal reserve agents were 
required to maintain redemption funds with the Treasurer of 
the United States, the agent depositing 5 per cent of the gold 
held by him and-the bank depositing a sufficient amount to make 
up in the hands of the Treasurer of the United States 5 per 
cent of all outstanding Federal reserve notes issued through the 
bank. The establishment of the Gold Fund for the banks and, 
. still further, the establishment of a separate Gold Fund for the 
agents, greatly facilitated these gold deposits with the Treasurer 
of the United States for the 5 per cent redemption fund. 

In its Third Annual Report (covering the year 1916) the 
Federal Reserve Board states: “The volume of clearings 
through the Gold Settlement, Fund, to: which reference has been 
made elsewhere in this report, has been greatly enlarged, but 
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without appreciable increase in expense of operation; the cost 
for the year 1916 being $1,343.37, while the total volume of 
business cleared during the year has been about $5,533,966,000, 
being a net cost of $0.0002%4 per $1,000. This fund was orig- 
inally conducted merely as a means of settling between Federal 
reserve banks, but the scope of its operations has been enlarged 
by providing a similar fund for Federal reserve agents, con- 
ducted on the same plan as the Gold Settlement Fund itself. — 
This renders possible the making of payments not only between 
Federal reserve banks, but also between the reserve agents and 
their own banks, without the necessity of shipping gold or its 
equivalent back and forth. The net amount of change of owner- 
ship among the Federal reserve banks of gold held in the fund 
was $223,870,000, and it may be estimated conservatively that 
the shipment of coin and currency to at least this amount was 
thus avoided.” 

It will be remembered that the Gold Settlement Fund of 
the Federal reserve banks and the separate Gold Fund of the 
Federal reserve agents consisted of $10,000 gold order certifi- 
cates held by the Federal Reserve Board, as has been already | 
described. It will also be remembered that the Gold Fund of 
the Federal reserve agents was kept separate from the Gold 
Fund of the Federal reserve banks. This arrangement made it 
necessary for the two representatives of the Federal Reserve 
Board and the representatives of the Treasury Department to 
open the safe in the Treasury Department and make actual trans- 
fers of gold order certificates from one fund to the other when- 
ever transfers were requested from a Federal reserve bank to 
an agent or from an agent to a Federal reserve bank. Payments 
out of either fund (also in multiples of $10,000) from a Federal 
reserve bank or Federal reserve agent to the Treasurer of the 
United States also necessitated visits to the safe or safes. With 
the rapidly increasing issue of Eederal reserve notes and with 
the enormously increasing number and amount. of transactions 
between Federal reserve banks and the gradually increasing 
amounts held in both funds, these duties became increasingly 
burdensome. After careful consideration, the board recom- 
mended to Congress an amendment to the Act, which became a 
law on June 21, 1917, “for the purpose of simplifying the opera- 
tions of the fund, which has grown to such proportions as to 
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make the handling’ of gold certificates evidencing. deposits of 
Federal reserve banks and Federal reserve agents a heavy re- 
sponsibility.” The fund had grown from $18,450,000 in May, 
1915, to considerably more than $500,000,000. Under the new 
plan, made possible by the amendment of Section 16 of the 
Federal Reserve Act, the Treasurer of the United States opened | 
an account with the Federal Reserve Board, giving credit to the 
board for the sum of the deposits of Federal reserve banks and 
Federal reserve agents. Individual accounts were kept as for- 
merly by the Federal Reserve Board. In other words, whereas 
under the law as it previously existed the Treasurer of the 
United States could not issue a gold order certificate for a greater 
sum than $10,000, under the new law he could, in effect, issue 
a gold ordet certificate to the Federal Reserve Board in any 
desired amount. 

When a Federal reserve bank or Federal reserve agent de- 
sired to make a deposit for credit in the Gold Settlement Fund, 
the gold was delivered to the nearest subtreasury. The Assistant 
Treasurer gave a receipt, the form of which was prescribed, and 
advised the Treasurer-of the United States by wire. The Treas- 
urer then issued a duplicate receipt to the Federal Reserve Board, 
and credit was given on the books of the Gold Settlement Fund. 
Payment out of the fund was to be directed by the Federal Re- 
serve Board and was in the form of checks drawn by the Treas- 
urer of the United States. The Treasurer of the United States, 
who had formerly received the gold and issued gold certificates 
in denominations of $10,000 each against it, still received and 
‘retained the gold, but instead of issuing certificates in large 
numbers one receipt was given for the lump sum. Balances of 
Federal reserve banks and agents were separately kept on the 
books of the Gold Settlement Fund, as formerly, and book 
_ transfers were made as before. 

It is manifest that under the new plan not only was the Fed- 
eral Reserve Board relieved of a considerable amount of 
unnecessary detail and considerable responsibility arising from 
the custody of the large number of $10,000 gold order certificates, 
but the necessity for periodic audits of the Gold Fund no longer 
existed. Accounts were kept between the Treasurer of the 
United States and the Federal Reserve Board; balances could 
be verified and certified to in detail if necessary. The receipt 
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or certificate given by the Treasurer of the United States for 
the entire fund had every virtue and quality possessed by the 
$10,000 gold order certificates; each of which under the law 
is, of course, virtually a warehouse receipt for $10,000 in gold 
coin. The plan adopted in pursuance of the amendment of June 
21, 1917, is still in effective operation, though, as we shall see, 
the scope of the Gold Settlement Fund has been considerably 
enlarged since that time. 

In the Federal Reserve Bulletin of July, 1917, the board in 
describing the transfer said: “Some idea of the magnitude of 
the fund may be formed from the fact that a truck load of gold 
certificates was transferred from the Federal Reserve Board 
to the Treasury of the United States. It took three men over 

. two days to place a stamped endorsement upon the certificates. 

Had the amount represented been in the form of gold coin it 
would have weighed 963 short tons.” The total amount now 
held in the Gold Settlement Fund for the Federal reserve banks 
and the Federal reserve agents is several times as large as it 
was when the transfer was made. 

In its Fourth Annual Report (covering the year 1917) the 
Federal Reserve Board said: ‘The operation of this’ fund, © 
which is in effect a clearing-house for the twelve Federal re- 
serve banks, has been particularly useful during the past year 
by reason of the continuous transfers of very large amounts 
which have grown out of the sale of Government bonds and 
Treasury certificates and the redistribution and disbursement of 
the funds realized. The total volume of clearings and transfers 
through the Gold Settlement Fund during the year amounted to 
$26,962,946,500, as compared with $5,757,836,000 during 1916. 
The net balances, representing the change of ownership between 
the Federal reserve banks, of gold held in the fund were $272,- 
033,000. Without such an arrangement actual settlements be- 
tween Federal reserve banks would have been accompanied with 
great expense and loss of time, but by its aid these enormous 
transfers have been automatic and instantaneous and have been 
made without the inconvenience and expense which would have 
been unavoidable had physical transfers or shipments of money 
been necessary.”” No one can calculate, and it is doubtful if 
anyone can imagine, the extent to which the financial interests 
of the country would have been disturbed had an attempt been 
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made to make such enormous transfers by the shipment of money | 
from place to place. 

Up to June, 1918, while practically all communications between 
Federal reserve banks and between the banks and the Federal 
Reserve Board with reference to weekly settlements and trans- 
fers had been made by telegram, the messages had necessarily 
been sent over the commercial wires. On the whole, wonderfully 
prompt service had been given, but nevertheless delays had been 
frequent, and as the number of daily transactions increased it~ 
became apparent that some better arrangement was imperatively 
necessary. After a careful study of the situation, a plan was 
perfected by which all Federal reserve banks and branches and 
the Federal Reserve Board were put into instant communication 
with one another by means of a Leased Wire System, to be used - 
exclusively by the banks and the board. The Treasury Depart- 
ment has, of course, had the use of the board’s wire, for the 
purpose of communicating with the various Federal reserve banks 
or branches. Each bank and branch and the Federal Reserve 
Board have their own telegraph operators. The system was 
opened on June 4, 1918, and the first wire was worked in the 
office of the Federal Reserve Bank of Richmond on June 5, 
1918. 

Reference has already been made to the fact that in May, 1917, 
a Federal reserve bank had requested the Federal Reserve Board 
for permission to make transfer by wire of a certain sum of 
money to another Federal reserve bank at the request of one 
of its member banks. The board decided not to permit such a 
transfer at that time. With the establishment of the Leased 
Wire System, however, and with the development of the Gold 
Settlement Fund, telegraphic transfers between districts for the 
benefit of member banks became possible. On June 10, 1918, 
the Federal Reserve Bank of Richmond issued a circular to its 
member banks advising them that the Leased Wire System had 
been established and that telegraphic transfers could be made 
for members without charge. Similar announcements were made 
by all other Federal reserve banks to members in their respective 
districts. 

The Federal reserve banks were still making weekly settle- 
ments on the basis of figures as shown by the books at the close 
of business Wednesday. Telegraphic transfers were made by ~ 
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means of messages over the leased wire from one Federal reserve 
bank to another, the bank sending the message and requesting 
the payment of funds to the credit of specified banks which were 
members of the receiving Federal reserve bank. The sending 
Federal reserve bank credited the amount of the transfer to the 
account of the Federal reserve bank, which was requested to 
make the credit to its own member, and this credit, with all 
other credits, was settled in the usual way through the Gold 
Fund on Thursday of each week. If the amount of any transfer, 
however, was considerable, and particularly if the balance be- 
tween the two banks at the time was largely in favor of the bank 
_ of which the request was made, the bank making the request 
would make a simultaneous transfer through the Gold Fund with- 
out waiting for settlement day. Moreover, a general understand- 
ing existed between Federal reserve banks by which any Federal 
reserve bank having a considerable balance against any other 
Federal reserve bank could request a transfer at any time without 
waiting for settlement day. 

In November, 1914, very soon after the Federal reserve banks 
were opened for business, some of them began rediscounting 
eligible paper for members. Later rediscounting operations by 
Federal reserve banks for their member banks became more or 
less general, but it was not until June of 1918 that rediscounting 
between Federal reserve banks was resorted to. Later redis- 
counting between Federal reserve banks was conducted on a 
more and more extensive scale. The process of rediscounting 
between Federal reserve banks and its relation to the Gold Set- 
tlement Fund can be briefly described as follows: The Federal 
reserve bank requiring the rediscount for the purpose of increas- 
ing its reserve against deposits or Federal reserve notes would 
wire the Federal Reserve Board stating the amount needed 
(usually $5,000,000 or some multiple thereof) and the character 
and maturities of the paper offered. The board (which is at 
all times advised of the reserve position of each Federal reserve 
bank) would designate the bank to which the rediscount would 
-be assigned. Upon receipt of this advice the second Federal 
reserve bank would transfer the gross amount to the other Fed- 
eral reserve bank through the Gold Settlement Fund. The 
discount was calculated by the bank requesting the discount and 
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later was verified by the other Pedeil reserve bank, to be handled 
as an ordinary credit and cleared through the Gold Fund on the 
next settlement day. Maturing discounts were paid in like man- 
ner by means of transfers through the Gold Settlement Fund, 
made independently of the regular weekly settlement. 

The officers of the Federal reserve banks and the Federal 
Reserve Board, conscious of the fact that the transactions be- 
tween Federal reserve banks were increasing daily, both in num- 
ber and in amount, had for sometime been discussing plans for 
a daily settlement through the Gold Fund. The Federal Reserve 
Bank of Richmond had for a long time been a special advocate 
of daily settlements. On July 1, 1918, the daily settlement plan 
was put into effect. In the Bulletin for July, 1918, the board 
said: “The plan will eliminate a great deal of work at the Fed- 
eral reserve banks, and through the daily, instead of weekly, 
settlement will provide the proper adjustments in the holdings 
of gold to the credit of each Federal reserve bank in the Gold 
Settlement Fund in as nearly automatic a way as possible. At 
the present time the Federal reserve banks, in addition to the 
weekly settlement, have the privilege of demanding transfers at 
any time when a net debit balance is shown in account with other 
Federal Reserve Banks. It must be expected that if the present 
plan of weekly settlements were to be maintained, such transfers 
would become more numerous in the future, as the calls upon 
the Federal reserve banks become heavier. The proposed plan 
[for daily settlement] will do away with the greater part of 
such transfers, and will release, for the strengthening of their 
reserves, the funds now carried as ‘amounts due from other 
Federal reserve banks.’ ” 

In calculating reserves held against deposits and outstanding 
Federal reserves notes, Federal reserve banks were not allowed 
to count as reserve the balances due from other Federal reserve 
banks, but under regulations which then existed balances due 
from other Federal reserve banks were allowed as deductions 
from net deposits in making reserve calculations. 

Combined clearings and transfers through the fund during 
the year 1918 aggregated $50,242,592,000, which was nearly 
double the amount of the previous year, about nine times the 
total for 1916, and nearly fifty times the total for 1915, though ~ 
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_ the figures for 1915 did not cover an entire year. The average 
weekly settlements in 1915 amounted to $31,000,000. During 
1918 the average weekly settlements were a little less than 
$1,000,000,000 during the first half of the year, and a little 
more than $1,000,000,000 during the last half. 

In its Fifth Annual Report (for the year 1918) the Federal 
Reserve Board said: “By means of interdistrict settlements 
through the Gold Settlement Fund, maintained at Washington 
by the Federal Reserve Board for the banks, it has been possible 
for the Treasury to leave funds (arising from the sale of bonds 
and certificates of indebtedness) with designated depositary banks 
throughout the country until actually required, the transfers being 
made by telegraph to the Federal reserve banks and cities where 
the Government’s disbursements are made. These vast opera- 
tions have been conducted without any strain upon or disturbance 
of the money market.” 

Daily settlements, in accordance with the plan put into opera- 
tion on July 1, 1918, were continued during the year 1919 with- 
out material change in the methods of operation. From the 
beginning the new plan worked successfully, though, as a matter 
of course, it took some time for the Federal reserve banks to 
adjust themselves to the new form of settlement in such a way 
as to derive the full benefit from it. As time went on, the 
internal accounting operations of the several Federal reserve banks 
were readjusted and improved, but no change was made in the 
plan of settlement during the year 1919. 

In its Sixth Annual Report (covering the year 1919) the 
Federal Reserve Board said: “During the last quarter of the 
year the combined clearings and transfers have averaged well 
above $1,500,000,000 weekly, due to continued heavy movements 
of funds by the Government and to large transfers for account 
of member banks. Combined clearings and transfers through 
the gold fund during the year 1919 aggregate $73,984,252,000, as 
compared with $50,251,592,000 in 1918, $27,154,704,000 in 1917, 
$5,533,966,000 in 1916, and $1,052,649,000 in 1915, making a 
grand total of $157,977,163,000 since the operation of the fund 
was begun on May 20, 1915. When it is considered that these 
enormous transfers are made almost instantaneously by means of 
the Leased Wire System without involving the physical move- 
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ment of a dollar, it will be seen that the arrangement has been 
of incalculable value to the Government, the banks, and the public. 
The total expense of operation, including the entire cost of the 
leased wires and the salaries of accountants, was approximately 
$250,000. This represents the basic cost of effecting the domestic 
exchanges between the several Federal reserve districts. A 
charge of ten cents per $100, if generally imposed, would have 
involved an expense to the commerce of the ee of 
$73,984,252.” 

Prior to January 1, 1920, several of the Federal reserve banks 
had established branches, and these branches were in direct com-_ 
munication with the parent banks and with other Federal reserve 
banks and the Federal Reserve Board by means of the Leased 
Wire System, already described. In many, if not in all, cases 
these branches participated in the Gold Settlement Fund by wir- 
ing credit figures to the board each day in time for the settlement. 
Settlements with the branches were not made by the board in- 
dependently, however, but in each case for the account of the 
parent bank. 

As has been already stated, each Federal reserve bank (and 
each settling branch) was required to wire to the Federal Re- 
serve Board at the close of business each day the figures necessary 
to effect a general settlement through the Gold Settlement Fund. 
Because of the difference in time in the different parts of the 
United States, the board received its reports each day from the 
Eastern banks and branches at an earlier hour than it received 
reports from those located in the central portions of the United 
States, and the reports from the Western. districts were, of 
course, received still later.e Manifestly, no settlement could be 
made until all reports were in the hands of the board, and, as has 
‘already been stated, no Federal reserve bank was allowed to 
make entries on its books with respect to the Gold Settlement 
Fund until advised to do so by the settling agent at Washington. 
Because of this circumstance it was a part of the plan of July, 
1918, that the board should receive figures from each bank and 
settling branch as soon as possible after the close of the day’s 
business, and make the general settlement and send out wire 
advices to all Federal reservé banks as soon as possible on the 
morning of the next day. Upon receipt of these advices ap- 
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propriate entries were made with respect to the Gold Settlement 
Fund by each Federal reserve bank as of that day. In other 
words, charges and payments through the Gold Settlement Fund 
were always one day late, and more than one day if Sunday or 
a legal holiday intervened. 

As the large daily settlements began to increase in volume, 
float (uncollected items) began to increase, and after careful 
consideration and consultation with the officers of all of the Fed- 
eral reserve banks, another change was made in the plan of 
settlement to overcome this difficulty. 

The figures necessary to effect the settlement were still sent 
in to the board by each Federal reserve bank and settling branch 
as soon as possible after the close of business each day, but each 
Federal reserve bank held its books open until the morning of 
the following day. The settlement was made at the earliest pos- 
sible hour each morning and settling figures promptly wired to 
the Federal reserve banks. Books in each bank were then closed 
by making the few additional entries necessary and statements 
gotten off as of the close of the previous day. This plan, which 
has worked admirably, has eliminated all of the float carried by | 
the various excess crediting banks under the previous plan. 

By Act of Congress, which became a law on May 29, 1920, 
the Secretary of the Treasury was empowered to authorize all 
Federal resérve banks to make exchanges, replacements, and re- 
demptions of United States paper currency, which operations 
had previously been performed by subtreasuries. In other 
words, Federal reserve banks and branches were authorized to 
perform functions and take over the duties of existing subtreas- 
uries, which it was intended to disc@ntinue as rapidly as their 
functions could be assumed by the Federal reserve banks. In 
the latter part of 1920 subtreasury functions were undertaken 
by the following Federal reserve banks and branches: 


Boston St. Louis 

New York Little Rock Branch 
Buffalo Branch Louisville Branch 
Philadelphia Memphis Branch 
Chicago Minneapolis 
Detroit Branch Kansas City 


San Francisco 
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Subtreasury functions were taken over or established at other 
points during 1921. These functions were undertaken by the 
Federal Reserve Bank of Richmond on January 16, 1922, and 
by its Baltimore branch on January 14, 1921. 

In its Seventh Annual Report (covering the year 1920) the 
Federal Reserve Board said: “On April 10 the board authorized 
payments through the Gold Settlement Fund by Federal reserve 
banks to the Treasurer of the United States for account of mem- 
ber national banks for credit to their 5 per cent Redemption 
Fund against national bank notes to be made in any amount, 
instead of in even dollars, which had previously been the rule. 
This resulted immediately in a substantial increase in the num- 
ber and volume of such transactions, which have been further 
increased since the discontinuance of the subtreasuries with 
which the bulk of such deposits had previously been made.” 

It should be remembered that in taking over the functions of 
existing subtreasuries and in performing these functions in a 
number of cities (Federal reserve bank or branch cities) 
which no subtreasury had been in operation, not only did the 
Federal reserve bank continue the facilities previously enjoyed 
by the banks and the public, but established these facilities in 
additional places. It should also be remembered that the sub- 
treasury functions could not have been assumed by Federal 
reserve banks without the previous establishment of some prompt 
and effective method of settlement between Federal reserve banks 
and the Treasury Department. 


B.—PRACTICAL OPERATION OF THE GOLD 
j SETTLEMENT FUND * 


The Gold Settlement Fund is such an important factor in the 
success of the Federal Reserve System that we have thought it 
worth while to devote a special letter to the practical operation of 
the fund in its present stage of development. Since the adoption 
of a daily settlement plan as of the close of business each day, 
there have been no radical changes, and such developments as 
have taken place have been more in the nature of minor adjust- 
ments to new conditions than the inclusion of any new functions 


* Federal Reserve Bank of Richmond (Letter No. 8, Oct., 1922), 
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in the system of settlements. As a matter of fact, it is highly 
probable that in the coming years (certainly during the next few 
years) there will be little room for any radical change or for the 
inclusion of new elements in the system of settlements. 

In order to form a picture of the practical operation of the 
Gold Settlement Fund, it is necessary to give a brief description 
of some of the accounting practices now used by the twelve: 
Federal reserye banks. The so-called “cash items” (chiefly checks 
drawn upon banks) are received by a Federal reserve bank 
(acting as a collection agent) from several different sources, 
namely, © 


(a) From member banks in its own Federal reserve district; 

(b) From the Treasurer of the United States and collectors 
of internal revenue in its own Federal reserve district; 

(c) From other Federal reserve banks ; 

(d) From member banks in other Federal reserve districts 
for the account of their Federal reserve banks (direct 
routing items). 


In the first two cases, (a) and (b), the items may consist of 
checks drawn (1) upon the Federal reserve bank itself, (2) upon | 
members or par non-members in its own Federal reserve district, 
(3) upon other Federal reserve banks, (4) upon members and 
par non-members in other Federal reserve districts, and (5) upon 
the Treasurer of the United States. In the two cases (c) and 
(d), the items can consist only of checks drawn upon the Federal 
reserve bank itself or upon members or par non-members in its 
own Federal reserve district. 

Cash items received by a Federal reserve bank from its own 
member banks or from collectors of internal revenue are received 
for immediate credit if drawn upon the Federal reserve bank 
itself, the Treasurer of the United States, or upon member banks 
located in the same city and received in time to be cleared on the 
day of receipt. All other items received from its own member 
banks or from collectors of internal revenue, drawn upon mem- 
bers or par non-members in the same district, are received for 
deferred credit, according to the published time schedule. These, 
of course, do not affect settlements between Federal reserve banks, 
because they neither come from, nor go outside of, the district. 

Checks received from member banks in its own district or 
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from collectors of internal revenue for.the credit of the Treasur- 
er’s account and payable in other districts are received for de- 
ferred credit of one or more days, according to the published time 
schedule. Such items are forwarded immediately to the proper 
Federal reserve banks or branches and are charged to special 
deferred debit accounts. They enter into settlement between Fed- 
_ eral reserve banks only when collected. Each lot of checks so 
forwarded is represented by a deferred debit ticket, the maturity 
of which is noted on the ticket, and the ticket is filed according to. 
the due date, to be cleared out as will be hereinafter described. 

Items received from other Federal reserve banks or from 
member banks in other Federal reserve districts for the credit 
of their Federal reserve banks, whether accepted for immediate 
or deferred credit, are credited, in like manner, to a deferred 
credit account, in accordance with the published time schedule. 
Immediate credit items placed in the deferred credit account are, 
of course, taken out on the same day. Each batch of items of the 
same maturity received at any one time is represented by a de- 
ferred credit ticket, which ticket shows the date of maturity of the 
items. 

Having these transactions in mind, let us prepare for a settle- 
ment: At the close of business each day, the Federal reserve bank 
assembles all tickets representing all the items due to other Federal 
reserve banks or clearing branches on that day. These tickets are 
assorted according to the banks and branches to which the amounts 
are due; they are footed up in each case, and from the totals so 
obtained a telegram is made up and sent to the Federal Reserve 
Board advising the total amount due by the Federal reserve bank 
or branch sending the telegram to each other Federal reserve bank 
or clearing branch named in the telegram, the total of all the 
amounts being the last item in the telegram. The following is a 
skeleton copy of such a telegram as would be sent by the Federal 
Reserve Bank of Richmond in which the amounts are omitted. 
It will be observed that the name of each Federal reserve bank 
is designated by its assigned letter, (A) Boston, (B) New York, 
(C) Philadelphia, etc. Each clearing branch is designated by the 
letter of the parent bank together with the letter A, B, C, D, or 
I, these second letters being assigned in the order in which the 
branches were opened for business by the parent bank. 
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OvutTGoING GoLtp SETTLEMENT FUND CLEARING TELEGRAM 
FEDERAL ReservE BANK oF RICHMOND 


The Federal Reserve Board, 
Washington, D. C. 


Code word (indicating Gold Settlement Fund clearing tele- 
gram). 


A (Boston) (Amount) 
B (New York) 5 
Cg (Philadelphia ) E 
D (Cleveland ) ‘3 
EA (Baltimore) a 
F (Atlanta) - 
FA (New Orleans) 7 
G (Chicago) t 
GA (Detroit) 
H (St. Louis) = 
HA (Little Rock) J 
HB (Louisville) i“ 
HC (Memphis ) = 
I (Minneapolis) * 
IA (Helena) i 
4 (Kansas City) i 
JA (Denver ) a 
Je- (Omaha) 4 
K - (Dallas) a 
KA (El Paso) ‘a 
KB (Houston) = 
ie (San Francisco) a 
LA (Seattle) Zz 
LB (Spokane) he 
Le (Portland) i 
LD (Salt Lake) ,, a 
es (Los Angeles) zi 
Total 


Upon receipt of such a telegram from each Federal reserve 
bank and clearing branch, the settling agent appointed by the 
Federal Reserve Board makes-up a settling sheet, arranged like 
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a checker-board, the names of the Federal reserve banks appear- 
ing in regular order at the head of the vertical columns and in the 
same order on the left-hand side of the horizontal columns. For 
example, the amounts reported as due by the Federal Reserve 
Bank of Boston are entered in the first horizontal column, each 
respective amount being placed in the column headed with the 
name of the Federal reserve bank to which the reported amount 
is due, and in the last column to the right the total amount due by 
the Federal Reserve Bank of Boston is entered. The amounts 
reported by each Federal reserve bank are entered in like manner, 
on the line opposite the name of that Federal reserve bank. The 
totals obtained by adding each column vertically will, of course, 
indicate the total amount due to the Federal reserve bank whose 
name appears at the head of the column; and adding this total 
line across, the same grand total will be obtained as by adding 
the last column vertically. The total payments taken from the 
last vertical column on the right are then entered on a horizontal 
line directly under the total amounts due each Federal reserve 
bank, and in the two horizontal lines below this line the gain or 
loss for each Federal reserve bank is calculated. The total gain 
for all banks, of course, balarices the total loss for all banks. 

In this description we have mentioned only the names of the 
Federal reserve banks. As a matter of course, in actual opera- 
tion the checker-board table used by the settling agent of the 
board must contain columns and lines for all settling branches, 
as well as for the twelve Federal reserve banks. 

Upon completing the settlement, the settling agent, on the 
part of the board, then dispatches to each Federal reserve bank 
and settling branch a telegram advising the Federal reserve bank 
or branch the result of the settlement. In these telegrams, as 
in the telegrams already described, the name of the paying Fed- 
eral reserve bank or branch is indicated by one letter in the 
case of a Federal reserve bank or by two letters in the case of a 
branch. 

In the books of the Federal Reserve Board covering the 
operations of the Gold Settlement Fund, there is an account kept 
for each Federal reserve bank, but no accounts are kept for the 
settling branches. The amounts reported by the branches as 
due to other Federal reserve banks and branches are charged 
to the Gold Settlement Fund account of the parent bank, and 
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INcoMING GOLD SETTLEMENT FuND CLEARING TELEGRAM 
To THE FEDERAL RESERVE BANK oF RICHMOND 


Code word (indicating “your balance in fund at close of opera- 
tions of previous day”). 


Code word (indicating “Incoming Clearing Telegram’’). 


A (Boston) (Amount) 
B (New York) ii 
ee (Philadelphia) : 
D (Cleveland) ot 
EA (Baltimore) rs 
F (Atlanta) ii 
FA (New Orleans) f 
G (Chicago) yi 
GA» + \(Detroit) a 
H (St. Louis) i 
HA (Little Rock) ae not 
HB (Louisville) b 
ne (Memphis) , 
I (Minneapolis) : 
IA (Helena) 4G 
yi (Kansas City) is 
JA (Denver ) a 
JB (Omaha) = 
K (Dallas) = 
KA (El Paso) t 
KB (Houston) i; 
Le (San Francisco) 
LA (Seattle) sy 
LB (Spokane ) , 
Le (Portland) a 
dD) a (Salt Lake) os 
LE (Los Angeles) s 
Total 
Gain 
or 


Loss 
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the amounts due to the settling branches are, in like manner, 
credited to the account of the parent bank. 

Upon receipt of the telegram showing the result of the day’s 
clearings, the Federal reserve bank charges its appropriate de- 
ferred credit account and credits the Gold Settlement Fund with 
the amounts reported by it to the board (in the telegram of the 
previous day), and, of course, takes out of the current file the 
credit tickets from which the figures in the telegram dispatched 
by it have been made up. It also charges its Gold Settlement 
Fund account by the total amount of the credit received, in ac- 
cordance with the telegram from the board, and credits this 
amount to its deferred debit account. The tickets repre~-nting 
the indicated debits cleared are not, however, removed from the 
current file until mail advices are received from the other Federal 
reserve banks and clearing. branches, giving in each case a com- 
plete list of the items covered by the day’s payments reported 
by these banks and branches to the Federal Reserve Board by 
wire. Such advices are, of course, forwarded by each Federal 
reserve bank and settling branch to every other Federal reserve 
‘bank and settling branch at the time the telegram is made up and 
dispatched to the Federal Reserve Board, for the purpose of 
effecting settlement. 

As has already been stated, the books of the Federal reserve 
bank, which have been completed in all other respects at the 
close of the day, are kept open for the closing entries involved 
in the daily settlement. Upon receipt of advice from the Fed- 
eral Reserve Board (early the next. morning), the necessary 
entries (as explained in the foregoing paragraph) are made as 
of the day before and the books are promptly closed. 

As will be seen from the foregoing description, settlements 
are not made between Federal reserve banks (and _ settling 
branches) upon net balances due by one Federal reserve bank 
or settling branch to another, but upon the basis of all matured 
credits. Therefore, if there has been a delay in the mails affect- 
ing any particular letter sent by one Federal reserve bank to 
another, it will mean that the sending bank will get payment 
later than it expected payment, but no confusion will result in 
the actual settlement. It will, also, be perfectly plain that while 
each Federal reserve bank receives payment each day for all 
items due to it on that day by other Federal reserve banks or 
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settling branches, it is frequently necessary for the bank receiv- 
ing the credit to wait several days for the detailed list of the 
items making up the credit and dispatched by a Federal reserve 
bank or branch making the payment before it is able to: match 
up the credit received against the exact items held by it in its 
deferred debit account. Nevertheless, so far as actual collections 
are concerned and so far as its own reserve position is concerned, 
it is just as well off under this method of settlement as though 
it had received full information by wire. 

In making payments through the Gold Settlement Fund of all 
amounts due to other Federal reserve banks, it has been the 
uniform practice to make certain deductions. For example, the 
Federal Reserve Bank of New York in reporting the total amount 
due by it to the Federal Reserve Bank of Richmond will ascer- 
tain the amount by adding together all immediate credit items 
received that day and all deferred credit items that have ma- 
tured that day, and will then deduct the amount of Federal 
reserve exchange drafts drawn by member banks (in the Fifth 
District) on the Federal Reserve Bank of Richmond and pre- 
sented to and paid by the Federal Reserve Bank of New York. 
It will also deduct returned items, officers’ checks drawn by the > 
Federal Reserve Bank of Richmond, or transfer drafts, if any, 
drawn on the Federal Reserve Bank of New York by the Federal 
Reserve Bank of Richmond, thus obtaining, in effect, immediate 
payment for these items. The report dispatched by mail by the 
Federal’ Reserve Bank of New York will, of course, indicate all 
items so deducted, the items themselves being sent with the 
report or mailed separately at the same time. 

Since the inauguration of daily settlements, and particularly 
since the adoption of the plan by which the result of the daily 
settlement is included by each Federal reserve bank in the state- 
ment of the same day, all transactions between Federal reserve 
banks are included in the settlement except the following: (1) 
Rediscount transactions between Federal reserve banks, (2) 
special transfers by one Federal reserve bank to another for the 
account of the Treasury Department, and (3) settlements be- 
tween Federal reserve banks for Federal reserve notes paid by 
one bank and forwarded to the Federal reserve bank through 
which such notes were originally issued, if fit for circulation, or 
to the Treasury Department for redemption if. unfit. 
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(1) The method of making special transfers to cover redis- 


count operations between Federal reserve banks has already been 
fully described and that description need not be repeated here. 

(2) Special transfers by one Federal reserve bank to another 
for the account of the Treasurer of the United States are ex- 
ceedingly simple, and are effected by special telegrams between 
Federal reserve banks and between the banks and the board. 
As has been stated repeatedly, no Federal reserve bank can make 
an entry on its books affecting the Gold Settlement Fund with- 
out receiving directions to do so from the settling agent acting 
for the Federal Reserve Board. It is obvious that this is a 
necessary regulation, because the accounts on the books of. the 
Federal reserve banks must be always in exact agreement with 
the accounts kept by the board on the Gold Settlement Fund 
books in Washington. 

(3) Settlements between Federal reserve banks for account of 
Federal reserve note transactions: As we have seen, Federal 
reserve banks are required by the Act to redeem, upon presenta- 
tion, not only the Federal reserve notes issued through them 
and bearing their symbol, but, in addition, all other Federal 
reserve notes issued through the other Federal reserve banks. 
But no Federal reserve bank is allowed to pay out again any 
note originally issued by and bearing the symbol of another 
Federal reserve bank. We have also seen that all Federal re- 
serve banks began issuing Federal reserve notes very soon after 
the organization of the System. These notes were distributed 
by each Federal reserve bank to banks in its own district, but 
many of them remained for a considerable time in the channels 
of trade, and eventually found their way into Federal reserve 
districts other than those in which they were originally issued. 
No member bank has ever been required in shipping Federal 
reserve notes to its Federal reserve bank to assort the notes with 
reference to Federal reserve districts; consequently, each Federal 
reserve bank has always received from its member banks a greater _ 
or lesser volume of Federal reserve notes issued through other 
banks. 

The Federal reserve notes so received were originally for- 
warded by the receiving Federal reserve bank to the various 
Federal reserve banks through which they were issued, and at 
first no distinction was made between notes fit for further circu- 
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lation and unfit notes. When such a shipment was made by one 
Federal reserve bank to another, the notes comprising the ship- 
ment remained the property of the shipping bank until they were 
received by the bank to which they were shipped. Upon receipt, 
immediate credit was given by the receiving bank to the shipping 
bank, which credit was advised in some cases by wire and in 
other cases by mail. Settlements for these shipments were made 
in whatever manner settlements for other items were made at 
the time. 

A little later, however, after the business of the various Fed- 
eral reserve banks had increased in volume, and particularly after 
the increase in the volume of Federal reserve notes in circula- 
tion, and, consequently, an increase in volume of Federal reserve 
notes presented for redemption (the shipment of notes to a 
Federal reserve bank for credit is practically a presentation for 
redemption), arrangements were made between many, if not all, 
of the Federal reserve banks by which Federal reserve notes 
were separated into two classes, (a) those fit for further circu- 
lation, and (b) those unfit for further circulation. Those fit 
for circulation were forwarded direct to the bank of issue and 
credited by that bank to the sending bank upon receipt; those 
unfit for circulation were forwarded to the Treasurer of the 
United States for redemption, not for the account of the sending 
bank, but for the account of the bank through which the notes 
had been originally issued. At the same time, the sending bank 
dispatched advices of the shipments to the other Federal reserve 
bank, and received credit upon receipt of the (fit) notes, or 
upon receipt of advice of shipment (unfit notes) to the Treasurer 
of the United States. Under this arrangement, notes in transit 
still remained the property of the shipping bank until they 
reached their destination. 

Each day each Federal reserve bank or branch ships directly 
to the Federal reserve banks through which they were originally 
issued all fit notes which have been received by it, assorted and 
properly packed for shipment. At the same time, each Federal 
reserve bank or branch ships to the Treasurer of the United 
States, for the account of the Federal reserve banks through 
which they were originally issued, all unfit Federal reserve notes 
which it has received, assorted and properly packed for ship- 
ment. Instead of advising as before. the Federal reserve banks 
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to which shipments of fit notes have been made, or for which 
shipments of unfit notes have been made to the Treasurer of 
the United States, each Federal reserve bank or branch advises 
the Federal Reserve Board by wire of all such shipments, using — 
forms similar to those already described in connection with the 
regular Gold Settlement Fund, describing separately each ship- 
ment to each Federal reserve bank and each shipment to the 
Treasurer of the United States for each Federal reserve bank. 

As some of the Federal reserve banks and branches are lo- 
cated in the western part of the United States, it is, of course, 
quite late in the day before all such telegrams are received. On 
the morning of the following business day, therefore, the settling 
agent of the Federal Reserve Board makes up a special settlement 
of Federal reserve notes in transit, and advises each Federal 
reserve bank by wire of the amounts of fit notes shipped to it 
by other Federal reserve banks and branches, and the amount of 
unfit notes shipped by them to the Treasurer of the United 
States for its account. Advice by wire is always given of the 
receipt of the previous day’s telegrams. Each Federal reserve 
bank is then charged with the total of all Federal reserve notes 
shipped to it by other Federal reserve banks and branches, or 
shipped for it by other Federal reserve banks and branches to 
the Treasurer of the United States; and, at the same time, each 
Federal reserve bank is credited in its Gold Settlement Fund 
account by the total of all shipments made by it or its branches 
as advised in the telegrams of the afternoon before. It will, 
of course, be understood that the total of all the debits in this 
settlement is exactly equal to the total of all the credits, and 
that no entries, either debit or credit, are made by the recipient 
banks until the morning telegram authorizing these entries is 
received from the settling agent of the Federal Reserve Board. 
This settlement is made independently of the regular daily set- 
tlement described in the first portion of this letter, but both 
settlements, though arranged independently, are handled simul- 
taneously by the settling agent of the Federal Reserve Board, 
and each Federal reserve bank makes the proper entries on its 
books as of the close of business of the previous day, upon the 
figures advised or confirmed by the settling agent of the Federal 
Reserve Board with respect to both settlements. 

As has been stated, each Federal reserve bank is required to - 
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deposit with the Federal reserve agent of the bank a certain 
amount of gold for purposes already explained, and out of this 
gold the Federal reserve agent maintains a gold fund with the 
Federal Reserve Board, which likewise has been explained in 
previous letters. The agent’s gold fund is entirely separate and 
is different from the bank’s Gold Settlement Fund, which is the 
subject of this letter. It happens, however, that occasionally 
it is necessary to make transfers from the Gold Settlement Fund 
of a Federal reserve bank to the gold fund of its Federal reserve 
agent, and vice versa. Such transfers are effected by the board 
upon advice wired by the bank or the agent, as the case may be, 
and the entries are made by the bank on its books and by the 
Federal reserve agent on his books upon receipt of wired advice 
from the board. Such transfers, of course, do not affect the 
gold fund of any other bank or agent and are therefore made 
independently and not as a part of the regular daily Gold Fund 
Settlement participated in by all Federal reserve banks. 

The careful student of the Federal Reserve Act can hardly 
fail to observe that the Act itself does not determine in all cases 
the exact extent to which the Federal Reserve System should be 
developed. In some cases, exact limitations are fixed; in others, 
powers are granted without any express stipulation of the extent 
to which such powers are to be used. While this was a wise 
arrangement, if not an absolutely necessary one, it follows that, 
under a strict interpretation of the law, there is a minimum 
measure of development and there is, also, a maximum of de- 
velopment, with a comparatively wide range between the two. 

Because the members of the Federal Reserve Board and the 
directors and officers of the Federal reserve banks have felt that 
an opportunity was presented to render an inestimable service to 
the banking interests of the country, and through them to the 
people at large; and because they have been untiring in their 
efforts to expand the Federal Reserve System to the utmost 
limits of service and usefulness, the system has had a history of 
rapid development. 

The fact that the European war was in progress when the 
Federal reserve banks were first opened for business, and the 
further fact that this country was later drawn into the war, 
with the result that Government financing on an enormous scale 
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becume a necessity, have probably enabled the system to expand 
more rapidly during the first eight years of its existence than 
it would have expanded in a much longer period under more 
normal circumstances. Nevertheless, it may be said, with con- 
fidence, that without the instrumentality of the Gold Settlement 
Fund, the development of the system would have been seriously 
impeded, and in all probability could not have reached the stage 
which it has already attained. 

By means of the system of settlement between Federal reserve 
banks (and later between banks and branches), particularly as. 
feature after feature was added to the process, and after settle- 
ments were made daily instead of weekly and as of the same 
day instead of as of the previous day, all inter-district operations 
of the Federal Reserve System were greatly facilitated. For in- 
stance, under the present method of settlement, many trans- 
actions of large magnitude are thoroughly practicable which could 
not have been undertaken when settlements were made once a 
week. 

There can be no question of the fact that the rapid and enor- 
mous development of the par collection system has not only been 
facilitated by the development and perfection of the Gold Set- 
tlement Fund service but that it has been made possible by it. 

The Federal Reserve Act, as originally passed, clearly con- 
templated that checks drawn upon member banks should be 
cleared through the Federal Reserve System. After several 
years of practical work, it’ was realized that it was impracticable 
to continue clearing checks drawn upon member banks unless 
other checks were to be cleared as well. Therefore, the law 
was amended, giving the Federal reserve banks the right to 
handle checks drawn upon non-member banks. While it was 
doubtless realized that this would bring about almost as one-sided 
a condition of things as the exclusive clearing of checks on mem- 
ber banks—until par clearing became universal—the process of 
bringing this about was left to Federal reserve banks and the 
Federal Reserve Board. The invention and development of the 
Gold Settlement System has made possible at least a large part 
of the development of the par clearing system. 

Intimately associated with the development of the par clearing 
system has been the development of the transfer system, by 
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means of which balances accumulated in one Federal reserve 
bank may be transferred instantly, and without cost, to any other 
Federal reserve bank. Until the Federal Reserve System under- 
took the task of establishing par clearing there existed no system 
of banking in this country through which a real start in that 
direction could be made. If non-member banks had been asked 
to remit at par when they had to establish their own funds at 
exchange centers for the purpose of remitting, this would have 
been a hardship. Through the Federal Reserve System, how- 
ever, these funds have been established for them by the collection 
for them through member banks of all checks received by them 
and drawn upon member banks and non-member banks on the 
growing par list. Moreover, with the establishment and develop- 
ment of the transfer system non-member banks have been able, 
through their member bank correspondents, to transfer funds 
accumulated in one place to any other place where a deposit was 
needed for the purpose of creating exchange. 


C—INTERDISTRICT GOLD MOVEMENT * 


In view of the great increase in the total gold reserves of the 
Federal Reserve System during recent months, it is of interest to 
consider the more important factors affecting changes in the dis- 
tribution of this gold among the twelve Federal reserve banks. 

On January 1, 1922, the total gold stock in the United States 
was estimated at $3,657,000,000, according to the circulation state- 
ment of the United States Treasury. Of this amount, $380,000,- 
000 was held in the Treasury as assets of the United States Gov- 
ernment, $2,641,000,000 was held by the Federal Reserve System 
(exclusive of redemption funds with the Treasurer of the United 
States) and $636,000,000 was held outside. The last figure is 
obtained by subtracting the known holdings of the Treasury and 
of the reserve banks from the estimated stock and is therefore 
only a rough estimate. Most of the gold held outside of the 
Treasury and the Federal Reserve System is in small hoards in 
the hands of the general public, although some gold is in the vauits 
of member and non-member banks. The gold in circulation in the 
more literal sense—that is, changing hands as purchases are made 
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or maturing obligations paid—is negligible. With nearly all the 
gold of the country held in central reservoirs and practically no ~ 
gold in actual circulation, it is apparent that changes in the gold 
reserves of the different Federal reserve banks can occur only in 
one of three ways: (1) through imports from or exports to 
foreign countries, (2) through transfer from or to other reserve — 
banks, or (3) through transfer from or to the United States 
Government. Imports of gold are made chiefly through the port 
of New York, the gold being turned over to the New York Fed- . 
eral Reserve Bank. Since the beginning of the present gold 
movement to the United States there has been a continuous 
stream of gold from abroad to the New York bank. Changes in 
the gold reserves of other reserve banks are traceable almost en- 
tirely to the operations of the Gold Settlement Fund, through 
which gold payments between reserve banks and between these 
banks and the Government are effected. 

Some of the more important factors affecting the gold move- 
ment between reserve districts may be classed under the following 
heads: (1) Settlement of interdistrict balances on account of 
checks and drafts cleared or collected through the Federal Reserve 
System, also transfers between Federal reserve banks for account 
of member.and non-member banks; (2) Government operations 
in issuing and redeeming obligations and in transferring funds in 
connection with tax collections, payments on contracts, etc.; (3) 
interdistrict accommodation; (4) interdistrict movement of re- 
serve notes. . 

The table [on page 469] shows the gold reserves of each of the 
twelve Federal reserve banks on October 29, 1920, at about which 
time the present gold movement started, and on March 22, 1922. 

Clearings and Transfers. The principal element in the origin 
of interdistrict balances is checks drawn in one district and 
sent in payment for goods purchased in another district. Net 
balances of such checks are settled daily through the Gold Set- 
tlement Fund. During the recent period of large gold imports an 
extraordinary factor, viz., the transmission of foreign gold to the 
interior, affected these balances. The bulk of this gold repre- 
sents liquidation by foreign interests of obligations incurred 
through the purchase of goods in different parts of the United 
States; some of this gold entering at the port of New York and 
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GoLpD RESERVES OF EACH FEDERAL RESERVE BANK ON 
OcTOBER 29, 1920, AND oN Marcu 22, 1922 


(Amounts in thousands of dollars) 


Amount Per cent of total 

Federal LESELVE| eaene Gia aw UR Cale See Pr Ppa Tne De- 

Yosh Oct. 29, | Mar. 22, | Oct. 29, | Mar. 22,| STS -| crease 

1920 1922 1920 1922 

Boston....... 104 S711. 178378 6.7 GaO che SS. ares 16,293 
New York....| 476,694 | 1,083,872 | 23.8 36.4: 41 O01 Lr ees 
Philadelphia. .| 190,427 | 212,900 9.5 RYO 20 sisi 
Cleveland... .| 252,340 | 256,451 | 12.6 8.6 rv lth Bhatt? 
Richmond....| 88,296 72,961 4.4 DSi abbot. \ 15,335 
Atlanta...... 88,103 | 115,458 4.4 CROC ALL Te ber Wee 
Chicago...... 308,067 | 476,549 | 15.4 160u| 168.4820 (2 eae 
St. Louis. .... 73,053 97,202 3.6 3.3 2S 1408 agen, 
Minneapolis..| 49,350 71,864 2.5 a Mine 22 Sat are 
Kansas City..| 72,317 80,340 3.6 D7 S029 U1h.ee 
Dallas....... 46,557 43,019 2.3 feed) vipsinet ez: 3,538 
San Francisco.| 163,545 | 287,809 8.2 Oh yh: 28 26Gs 4 on cAanen 

Total....] 2,003,320 | 2,976,703 | 100.0 | 100.0 | 973,383 |....... 


deposited with the local reserve bank gradually finds its way to 
the interior of the country in payment for goods which originated 
there. Physically the gold does not move, but title to it is 
transferred through the Gold Settlement Fund. 

One way in which gold entering the country is transferred to 
the reserve banks in the interior is through the repayment by 
member banks of their borrowings from reserve banks by draft 
on New York correspondents. A member bank may have bor- 
rowed from a reserve bank in order to finance a customer’s ex- 
ports. When these exports are paid for in gold it is received in 
New York and credited by the ‘New York correspondent to the 
member’s account. In paying off its debt this bank draws on its 
New York balance and thus adds to its reserve bank’s credit in 
the settlement fund. 

A study of the actual figures presented above shows that reduc- 
tions in discounts of reserve banks are approximately balanced by 
increases in gold reserves plus decreases in note circulation. The 
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increases in gold reserves reflect in part payment of member bank 
liabilities by draft on their New York correspondents. : 

Movement of Funds from and to Financial Centers. An- 
other important element in the movement of gold through the 
Gold Settlement Fund is the movement of funds from country 
districts to financial centers and vice versa. This movement in 
normal times has a seasonal character. During periods of heavy 
demand for funds in agricultural districts, balances of the country 
banks with their New York correspondents are greatly reduced, © 
as the funds are needed by the country banks to meet local re- 
quirements. On the other hand, after payment for agricultural 
products is made and local needs become less pronounced, the 
country banks often have idle funds on hand which they transfer 
to New York for deposit and investment. 

Furthermore, the large banks in New York, Boston, and Chi- 
cago not only receive deposits from country banks and make 
investments for them, but also make loans to these banks. In 
1920 and 1921, when the demand for funds in country districts 
was very heavy, the larger New York, Boston, and Chicago banks 
were extending large loans to country correspondents. When 
the contraction of credit got under way in 1921 and a large por- 
tion of the funds loaned by the city banks was returned, a move- 
ment of gold to the financial centers resulted. 

Government Operations. The principal fiscal operations of 
the United States Government resulting in interdistrict gold move- 
ments are the issue and redemption of Treasury certificates and 
notes, the payment of interest on outstanding obligations, the 
collection of income and excess profits taxes, and the payment 
on Government contracts. : 

A study of the allotments of tax certificates, of their redemp- 
tions, and of income tax deposits at each quarterly income tax 
date in 1921 at each Federal reserve bank shows that in New 
York redemptions far exceed allotments, especially since condi- 
tions in the money market have favored active trading in Treasury 
certificates. Certificates issued in other districts drift to New 
York, the financial center of the country, and must be redeemed 
there at maturity. None of the other districts show a material 
excess of redemptions over allotments and most of them show 
larger allotments than redemptions. Tax collections in New York 
fall relatively far below the proportion of certificate allotments 
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and redemptions. This is due chiefly to the fact that New York 
possesses a much larger proportion of the country’s banking re- 
sources which form the basis of certificate allotments than of 
its income. Nearly half of the tax certificates maturing in 1921 
were redeemed in New York, but only about 27 per cent of 
income and excess profits taxes were collected in that district. 
On the other hand, in the Boston, Richmond, and Atlanta dis- 
tricts tax receipts constitute materially larger proportions of the 
total for the country than do certificate redemptions. In the other 
districts the differences are less pronounced. As a consequence, 
on income-tax dates and for a few days following, the Govern- 
ment has not sufficient funds in New York to pay for maturing 
certificates and consequently issues to the Federal Reserve Bank 
of New York special certificates of large amounts. As income 
tax funds are collected in New York and in other districts the 
Government finds itself with excess funds in other districts and 
transfers them to New York, where they are used to retire the 
special certificates. Transfers of gold to New York on Govern- 
ment account during the ten days following income-tax dates are 
exceedingly heavy and come from nearly every other district. 
On the other hand, it is in New York that most of the payments — 
on Government contracts are made, and the funds thus made 
available in New York become distributed throughout the coun- 
try, when the headquarters of corporations send out dividend 
and interest checks or supply working funds for plants and 
branches in other parts of the country. Statistically this is re- 
flected in the fact that New York gains through transfers and 
loses through clearings. In 1921, for instance, the New York 
bank had a net credit through transfers of $745,000,000, and a 
net debit through clearings of $1,043,000,000. 

Interdistrict Accommodation. Interdistrict accommodation 
also has a direct bearing on the movement of gold reserves. When 
one reserve bank rediscounts paper with another, the accommo- 
dated bank receives the proceeds as a credit in the gold settlement 
fund. When the rediscount is liquidated, a movement in the 
opposite direction occurs. 

Gold reserves of the reserve banks on October 29, 1920, for 
instance, were affected by the fact that there was a total of inter- 
district accommodation amounting to $260,440,000, distributed as 
follows: 
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GRANTOR BANKS. GRANTEE BANKS 
Bostontens cs os tee $84,396,000 New-York” tec. .s0- $61,362,000 
Philadelphia ......... 37,201,000 Richmiorid) |e eens 14,275,000 
" Cleveland Uys oe 138,750,000 Atlanta tee leet 8 36,122,000 
San-Hranciscor-iane 6 93,000 Chica O wr ee eee 7,050,000 
Ste Louisa pecs oe 37,305,000 
Minneapolis: ..c..<>--1 26,603,000 
Kansas riya ine, <r oe 44,895,000 
Dallas? ad. 32,828,000 
Total.... 260,440,000 Total.... 260,440,000 


On March 22, 1922, there was no interdistrict accommodation 
outstanding, so that the changes in gold reserves shown in the 
table above reflect in part the transfer of $260,000,000 of gold 
from the eight banks accommodated to the four banks which 
had. extended the accommodation. Thus Cleveland gained $139,- 
000,000 from this source, and the fact that its total gain is much 
smaller indicates that gold moved from Cleveland as the result 
of other transactions, mainly in connection with the interdistrict 
movement of reserve notes discussed below. On the other hand, 
New York shows a gain in gold reserves, largely through imports 
from abroad, of $607,000,000 over and above the liquidation of 
$61,000,000 of rediscounts with other reserve banks. 

Interdistrict Movement of Reserve Notes. When the notes 
of a reserve bank find their way into circulation in other dis- 
tricts and are later returned through banking channels, this re- 
sults in a gold movement from the reserve bank issuing the 
notes to the reserve bank at which these notes were deposited. 
If it were true that the volume of “foreign” reserve notes depos- 
ited with a reserve bank equaled the volume of its notes deposited 
with other reserve banks, there would be no gold movement caused 
by these note transactions. But the amounts do not balance and 
are frequently very far apart. A large number of people, for 
instance, come to New York for business or pleasure, and spend 
money there in the form chiefly of Federal reserve notes of their 
home districts. These notes are deposited by the store or hotel 
keepers in New York with their banks which in turn deposit them - 
with the New York Federal Reserve Bank. In this way the 
New York bank always has a large amount of Federal reserve 
notes of other reserve banks in its possession, which it returns 
to them or sends to the Treasury when unfit for further circula- 
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tion, gaining gold in either case. On the other hand, Federal 
reserve notes of the New York bank do not go outside of the 
district to the same extent and, therefore, the New York bank 
continuously returns more notes to other districts than it receives 
from them. Notes finding their way to Cuba and other islands 
in the West Indies, to Canada, Mexico, and to other foreign 
countries are also a factor. These notes originate in various 
parts of the United States, but when deposited with the banks in 
the foreign countries they are likely to be brought back by re- 
turning tourists or to be shipped to New York correspondents, 
thus increasing the amount of “foreign” reserve notes in the 
hands of the Federal Reserve Bank of New York. 

During the war another element entered into the interdistrict 
movement of notes. The United States Treasury had to pay 
the soldiers and used for this purpose whatever Federal reserve 
notes it happened to have on hand in Washington. These notes 
would find their way to the various camps throughout the coun- 
try, but would be returned in most cases to New York corre- 
spondents to be turned in at the New York Federal Reserve Bank, 
which would send them to the issuing banks. The Boston bank, 
for example, as a result of these notes paid to soldiers had a con- | 
stant excess of notes received from New York. 

During the last two or three years the Boston and Cleveland 
banks have been losing gold as a result of excess receipts over 
shipments of Federal Reserve notes. The reason for this devel- 
opment appears to be that these banks had a supply of new 
notes on hand when other reserve banks were short of fresh 
currency and many banks in other districts applied to their corre- 
spondents in the Boston or Cleveland districts for currency. When 
prices began to fall and currency needs of the people declined, 
the notes of the Cleveland or the Boston bank were deposited 
with the member banks in other districts; these banks sent them 
to their reserve bank, which returned them to the Boston or 
Cleveland bank and thereby gained gold from these banks. 

The Cleveland bank reported for a number of years excess 
receipts of Federal reserve notes over shipments (see following 
table), but this excess became very much more pronounced in 
the last two years. In the case of Boston the movement was in 
the opposite direction in 1917, 1918, and 1919. This is accounted 
for partly by the fact that residents of the Boston district travel- 
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ing in the much larger districts of the West spent Boston reserve 
notes there. These notes would stay out in circulation for a_ 
considerable period of time, while notes of other banks spent in 
the much more compact Boston district would find their way into 
the reserve bank more promptly. As a result of this and of the 
fact that more notes are brought to New England by residents 
of other districts than are spent by New Englanders outside of 
their own district, the Boston bank had more notes to return to 
other districts than it received from them. The following table 
shows for each reserve bank the excess of Federal reserve notes — 
received over those returned to other districts or vice versa for 
the years 1917-1921. 


INTERDISTRICT MOVEMENT OF FEDERAL RESERVE NOTES 


[Excess of notes received is indicated by a plus (+) sign; excess of notes 
returned by a minus (—) sign] 


[In thousands of dollars] 


sae ie Na 1917 1918 1919 1920 1921 

Poston ft = 9,734") 2°16, 292") os 7a 0s ion 
New York...... 51077] 2” “S7oW"L 46, Gish} = 4260 79S aes BIO 
Philadelphia... +: 6,804: | —122,824))— 16-225:|4" 6,767 45 42,872 
Cleveland....... he D8 642i) te 100917 slot 32 10d 4 SRB RT Wee age 08 
Richmond....... fA S70 45th lo AOS to 4 250 rr Ue 
Atlanta......... % 1 S6Lin 669 1 3.776 |e UG sS0 6) Cee Loeaee 
Chicago........ ./ — 10,139} — 1,748 T1290. 372"1ae ee. 341 reg ais 
St. Louis........ 4,635) 22)538'|. 25,089 | 360764 20177902 
Minneapolisy).!..) 4-04; 18 led -§ 91816) eer. 003 dda: 132510 Ie 44 
Kansas City..... 9.65 664 bet: 27-283.) 12 14780501 oS 178k LG ges 
Dallas........... sh 2,258 Lice» MATL Innk: 6-504 14 11 402 [ae eh Oe 
San Francisco...| + 2,513 | + 10,488 | + 7,124|— 6,965|+ 3,992 


QUESTIONS AND EXERCISES 


1. What is the function of the Gold Settlement Fund? 

2. How is the Gold Settlement Fund administered? 

3. In what way does the Gold Settlement Fund affect the credit structure of 

the nation? ; 

4. What. are the relations between the Federal government and the various 
Federal reserve banks? 

: What items are handled through the Gold Settlement Fund? 

. Upon what basis are settlements made between Federal reserve banks? 

. How are Federal reserve notes issued by a Federal reserve bank? 

- How do the reserves of Federal reserve banks increase and decrease? 
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THE MONEY MARKET, MONEY RATES 
AND COMMERCIAL PAPER PRACTICES 
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THE MONEY MARKET AND MONEY RATES 


PERHAPS no other term in the annals of banking is so 
misunderstood and misused as that of the “money 
market.” 

The money market is not as well defined in all respects 
as are the stock and grain markets. The money market 
exists wherever banks and their branches, discount 
houses, bill brokers’ offices, or other agencies open their 
doors to buy and sell money and credit instruments. In 
the money market, money and credits are advanced for 
a day, a week, a month, or longer. The first question 

‘asked about the money market is, What are the rates? 

Money rates affect and are affected by other markets. 
The loan and discount rates vary not only with the supply 
of funds, but also with the term of the loan, with. the 
paper to be discounted, the borrower, collateral offered, 
and the times. When money-market rates are higher in 
one community or country than another, money tends to 
flow to the place of higher rates, other conditions being 

equally satisfactory. The money which moves from 
country to country is gold. ' 

An understanding of the money market is essential to 
the understanding of any other market. The money 
market is superior to all other markets in the sense that 
their activities are determined by the condition of the 
money market. 

The chapter here presented is intended to give a 
glimpse of the American money-market condition at the 
time under consideration. Changes are going on in the 
money market constantly.—[Ed. Note. ] 


A—THE AMERICAN DISCOUNT MARKET * 


Substantial progress has been made during the ten years in 
which American bankers have enjoyed the valuable privilege of 
* Jerome Thralls, vice-president, Discount Corporation of New York, in 
Acceptance Bulletin, February, 1925. Address before New York Chapter 
of the Robert Morris Associates, February 9, 1925. 
477 
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utilizing their own credit in the direct financing of foreign trade 
and commerce. Dollar credits have become favorably known the 
world over. Valuable lessons have been learned, one of which 
is that the elements of supply and demand enter into and govern 
the acceptance method of financing just as they do in other busi- 
iness. Bankers credits can properly and effectively be used only 
to the extent that the discount market is prepared to absorb the 
resulting bills. In other words, the use of bankers acceptances 
like any sort of production or manufacture can broaden and 
increase only as the market for the product is developed: 

In order to provide complete and satisfactory acceptance credit 
facilities especially for the financing of foreign trade and com- 
mexce, we should take extreme care to the end: First, that the 
business shall be confined to sound, well-managed, widely and 
favorably known banks, banking firms and acceptance houses— 
for these, and only these, have actual credit to lend. Second, 
that the lending of such credit shall be to high grade reputable 
merchants, manufacturers, importers and exporters whose busi- 
ness is of a self-liquidating character, and third, that a discount 
market shall be maintained in this country of such proportions 
as will give assurance to all holders of American bankers accept- 
ances that they can discount them in the market here readily at 
all times and at stable and favorable rates. 

According to a report just made public by the American Ac- 
ceptance Council, our principal banks and bankers, as of De- 
cember 31, 1924, had $821,000,000 of acceptances executed, in 
the aggregate. Of these credits, $292,000,000 were for imports, 
$305,000,000 for exports, $38,000,000 for domestic shipments, 
$162,000,000 for warehoused goods, and $24,000,000 for dollar 
exchange. The corresponding figures for April 1, 1924, were 
$617,000,000 and for April 1, 1923, $523,000,000. It will thus 
be seen that the demand for our bankers acceptance credits is 
increasing. This demand should continue to increase as Euro- 
pean countries get on a more stable footing and resume trade 
relations with the other countries of the world. 

With the resumption of worldwide shipping, we may find our 
acceptance facilities inadequate. We may then be called upon 
to finance a large volume of trade in its movement from one 
foreign country to another. without ever touching our shores. 
It is gratifying, therefore, to observe that some of the larger 
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American banks are making substantial increases in their capital, 
thus preparing themselves to meet this growing demand for ac- 
ceptance credits. 

What of the discount market? What is the market? Is the 
market developing, and how does it operate? The discount mar- 
ket as it is referred to in a general way is simply the combined 
facilities and services that are maintained and offered by a group 
of well organized and highly specialized discount houses and 
dealers whose principal business is that of discounting, carrying 
and distributing bankers acceptances and approved bank endorsed 
trade bills. Some of these houses also specialize in United States 
Treasury Certificates and Treasury notes. They deal actively as 
buyers and sellers of the various issues of these short term United 
States Government obligations. The ability and willingness of 
these houses to buy and sell bankers acceptances make a ready 
and dependable market for such bills. These houses have sub- 
stantial capital and buy and sell many millions of dollars of 
acceptances daily. Their capital although substantial is not ade- 
quate to finance all of their operations. They, accordingly, are 
always in the market for funds with which to carry their hold- 
ings. They borrow from banks, firms and corporations, usually 
on demand or sharp call. They are occasionally favored with 
slow call or short time money at favorable rates. Acceptances 
or Government securities are given by the discount houses as 
collateral for these loans. The rates on such loans average about 
Y% per cent below the call loan renewal rate, and are generally 
slightly less than the bid rate for thirty-day bankers bills. As 
an evidence of the growth and development of the discount mar- 
ket, may I again refer to the recent report of the American Ac- 
ceptance Council, in which it is stated that “The ease with which 
$800,000,000 in bankers acceptances are handled by the discount 
houses and dealers who constitute the ‘Exchange’ in the Accept- 
ance Market, shows conclusively that we now have a real dis- 
count market with sufficient capacity to absorb and distribute 
prime bankers acceptances to a still further increased volume.” 

The discount houses have representatives who make calls daily 
at the important downtown banks as well as at the offices of other 
corporations and firms that may be in the market to buy or sell 
substantial blocks of bankers acceptances. Calls also are made 
by telephone and much business is negotiated in that way as well 
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as by cable, telegraph and letter. The discount houses neces-— 
sarily must be backed up by lenders and investors in such num- 
bers as will assure them adequate means with which to carry 
their portfolios during normal times. At present not more than 
$60,000,000 to $75,000,000 is required for this purpose. The 
discount houses should be -privileged to call upon the Federal 
reserve banks for temporary accommodation when funds are not 
available to them from other sources. From the very beginning 
of the discount market here, the Federal reserve banks have — 
given the market valuable support in times of such emergencies. 
This has been accomplished through outright purchases of bills 
of short maturities, and through purchases of bills with an 
agreement on the part of the discount houses or dealers to re- 
purchase them within fifteen days. The rate applied in such 
cases is usually very close to the selling rate for thirty-day bills. 
At present it is 3 per cent, the same as the rediscount rate of 
the Federal Reserve Bank of New York. The support and co- 
operation on the part of the Federal reserve banks has been of 
untold value to the discount market. 

In London, where the discount market has been developed 
more nearly to the maximum of perfection than in any other 
center, recourse is had by the discount houses to the Bank of 
England. In every center where the development of a substan- 
tial discount market has been undertaken, the market has, as 
in the case of London, had recourse to the central or reserve 
banking institution. ; 

Until the passage of the Federal Reserve Act and the inaugu- 
ration of the Federal Reserve System, we did not have a stand- 
ardized credit instrument around which to build a discount 
market. With the advent and development of the bankers ac- 
ceptance, we now do have such an instrument and substantial 
progress is being made with it. 

When a bank lends its credit, only one step has been taken. 
The customer will eventually want to realize the actual cash 
against such credit. In connection with import credits the rela- 
tive drafts drawn are negotiated in foreign markets; hence, there 
is the necessity of having stable and positive rates of discount 
for American bankers acceptances quoted in the principal mar- 
kets throughout the world.. Then when drafts drawn against 
American dollar bankers’ credits are presented abroad at the 
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offices of foreign banks for discount, they will, because of such 
positive and stable rates, be readily discounted, whereas, if this 
facility were not afforded, demand would be made for sterling 
or other credits. 

The discount houses send by mail each day a quotation sheet 
on which is given the buying and selling rates for bankers accept- 
ances of various maturities. These quotations go to the impor- 
tant banks, trust companies and other clients of the discount 
market in the principal centers throughout this country. They 
also are sent at stated periods and on occasions of changes in 
rates to the important banks in the principal centers abroad. Upon 
application rates are quoted months ahead. These forward rates 
are always made on specific transactions. 

Remittances of drafts negotiated abroad are constantly coming 
into the New York market through the local branches of foreign 
banks and through our local American commercial banks who 
receive them from their correspondents and other clients abroad. 
After these bills have been presented for acceptance they are 
then usually endorsed by the agency or correspondent bank here 
and offered to the discount houses and dealers in the open market 
where they are discounted readily. A substantial part of the 
proceeds go toward building up deposits here, so that the lend- 
ing of American bankers’ credits in connection with imports, 
not only results in a substantial revenue being derived in the 
way of the acceptance commission, but also results in our ac- 
quiring deposits; it increases our exchange operations, and aids in 
the development and expansion of both our import and export 
trade. 

In connection with export credits, the bills usually come into 
the market bearing two names only—the drawer and acceptor. In 
theory and in the best practice when drafts are presented for ac- 
ceptance, whether they be presented by the drawer or some other 
holder, they should be accepted and returned by the bank to 
the drawer or other holder for negotiation. This does not mean 
that banks should not, in certain cases, act as agents for their 
customers in disposing of acceptances, but every first-class accept- 
ing institution can return the accepted drafts to the drawers or 
other holders with the assurance that if they are offered in the 
open discount market to the discount houses or dealers, they 
will. be readily discounted at the best rates. The practice by 
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banks of offering their own bills to the market is becoming less 
and less. This practice will be minimized as the discount mar- — 
ket develops in importance. 

Where banks discount their own acceptances and retain them 
in their own portfolios, the transaction’ resolves itself into a 
straight loan. It would, accordingly, seem desirable to allow 
such bills to come into the market and be distributed to inves- 
tors through the regular channels. 

While substantial progress has been made in the discount mar- 
ket we still have bridges to cross. Some of our most prominent 
banking institutions are not realizing the maximum of benefits 
that can be had from the use of the facilities of the discount 
market. 

Owing to their absolute safety, soundness and immediate con- 
vertibility into cash, bankers acceptances are the best secondary 
reserve available to American banks. Banks can now with safety 
and profit to themselves invest in such bills and depend upon 
them as a means for the adjustment of their cash positions. If 
they are long in reserves they can adjust their position by pur- 
chase of bills, or 1f they are short in reserves and have a port- 
folio of bills well arranged as to maturities, they can adjust 
their position by selling the bills in the open market or to the 
Federal reserve bank. Bills are available for small as well as 
for large investors. They are an ideal means for the employ- 
ment of funds that are temporarily available, funds that are 
set aside for taxes, dividends and other special purposes. The 
denominations range from $5,000 upward, and maturities from 
ten to 180 days. Recognizing the value of bankers acceptances 
as a reserve investment the laws of various states have been 
amended so as to enable savings banks and trustees to invest in 
such bills. 

The old established custom of regarding stock exchange call 
loans as a secondary reserve has been somewhat of a hindrance 
to the development of the discount market. While the discount 
market recognizes the desirability of having the stock exchange— 
i.e., the stock market, supplied at all times with ample funds for 
the conduct of that important business—it is not amiss to draw 
attention to the fact that a large proportion of stock exchange 
call loans are not in reality callable but are only shiftable. They 
can be called by one bank provided another stands ready to. take 
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over the loans. Furthermore, many such loans represent week- 
to-week or month-to-month requirements instead of day-to-day 
requirements. For this reason, they might well be regarded as 
business loans and be made to carry the business loan rate. On 
occasion it happens that money offered to be loaned at call against 
stock exchange collateral when the stock exchange market require- 
ments have already been filled, causes a severe break in rates. As 
little as $20,000,000 offered in this way may cause a change of % 
per cent, so that on the next day the rate will be reduced on as much 
as $1,000,000,000, whereas had the $20,000,000 excess funds been 
offered to the discount market they could have been absorbed 
there without disturbing the rate on this large volume of loans. 
On the occasions of these sharp fluctuations, money is withdrawn 
from New York, loans are. accordingly called, a tremendous 
amount of confusion results, and much extra work is entailed. 
All of this is repeated in the reverse direction when the rate re- 
bounds, and the money flows back to New York. It might be 
far better for the stock exchange and likely more profitable to 
the bankers, as well as the brokers, to have this situation stab- 
ilized. It is hoped that the important banks not only in New 
York but in the other principal centers will, as time goes by, ar- 
range their investments so as to include substantial holdings of 
purchased bankers acceptances; these to be used in the adjust- 
ment of their cash and investment positions either through the 
facilities of the open discount market, through maturities or 
through the sale of the short dated bills (bankers acceptances) 
to the Federal Reserve Bank, and further that when they have 
reserve or temporary funds to offer that they consider the facili- 
ties of the discount market. 

For the year 1924 the average rate on ninety-day bankers ac- 
ceptances was 2.98 per cent; the average rate on call loans was 
3.08 per cent. Some banks that were regular investors in bankers 
acceptances and used them as a means of adjusting their cash 
positions made considerable profit’on their purchases and sales 
owing to the fact that they bought ninety-day bills and arranged 
their maturities so as to be able to sell short dated bills at favor- 
able rates on occasions when they needed cash. Such _ profits 
plus the average discount made the returns on the money invested 
by the banks in bankers acceptances slightly more than that re- 
ceived from stock exchange call loans. 
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While approximately 70 per cent of American bankers accept- 
ances are issued by institutions located in New York City and 
the activities of the discount market are largély centered here, 
yet it is well to know that bankers acceptances accepted payable 
in any of the Federal reserve bank or Federal reserve branch 
bank cities may be collected through the Federal Reserve Clear- 
ing and Collection System and settled for through the Gold Set- 
tlement Fund. In this way bankers acceptances payable in any of 
these cities can be converted into actual reserve funds on the 
day of maturity by the New York holder. It will, therefore, read- 
ily be seen that through the use and distribution of bankers ac- 
cceptances to investors, funds may be attracted from the sections 
of the United States where they are most plentiful to other sec- 
tions where they are most needed; exchanges may be equalized ; 
interest rates may be leveled and the shipment of actual cash 
to and from different sections of the country may be obviated. 
In the same way, through investment and resale of acceptances, 
funds may be attracted from foreign countries to America, or 
from America to foreign countries as money conditions may 
warrant; exchange and discount rates may thus be equalized, 
and the shipment of gold in normal times may be greatly reduced 
or obviated. 

The discount market and the acceptance method of financing 
is a matter of interest to every banker and every business man 
in America and should be given close study by all, so that as 
this country grows we may be enabled to provide adequate fa- 
cilities for the financing of our trade and commerce, and at 
the same time, give valuable assistance in the direction of financ- 
ing trade and commerce in other parts of the world. 


B.—THE NEW YORK MONEY MARKET * 
[FEBRUARY, 1925] 


After hanging over the market for several weeks, and causing 
more or less apprehension every Thursday, the expected increase 
in the rediscount rate of the Federal Reserve Bank of New 
York was announced after the meeting of the directors of that 
bank on February 26. The rate was increased from 3 per cent 


* Acceptance Bulletin, February, 1925. 


THE MONEY MARKET AND MONEY RATES 485 


to 3% per cent. The 3 per cent rate, the lowest in the history 
of the Federal Reserve System, has been in effect since last 
August. The new rate brings New York in line with Boston, 
Philadelphia, Cleveland and San Francisco, all the other Federal 
reserve banks having a rediscount rate of 4 per cent. 

The changes in the principal earning assets of the Federal 
reserve banks between January 21, the low point for the year, 
and February 25, are as follows: 


Bills Discounted: Jan. 21 Feb. 21 Change 
Secured by U.S. Government 
Obligations: cise ek ie $101,946,000  $283,332,000 + 181,386,000 
Other bills discounted...... 100,811,000 150,473,000 + 49,662,000 
Bills bought in open market... 306,176,000 317,246,000 + 11,070,000 
U.S. Government securities... 423,464,000 364,694,000 — 58,770,000 
Total Earning Assets......... , 945,456,000 1,129,697,000 + 184,241,000 


For the New York Federal Reserve Bank the figures are as 
follows: 


Bills Discounted: Jan. 21 Feb. 25 Change 
Secured by U.S. Government 
ObligationG: a. .Gess- 0.6 ¢$ 30,039,000 $184,206,000 +$154,167,000 
Other bills discounted...... 9,640,000 42,721,000 + 33,081,000 ' 
Bills bought in open market... 62,279,000 80,070,000 + 17,791,000 
U.S. Government securities... 126,089,000 106,357,000 — 19,732,000 
Total Earning Assets......... 231,102,000 416,409,000 + 185,307,000 


In discussing the advance in the rediscount rate it is interesting 
to note that the increase in earning assets shown by the New York 
Federal Reserve Bank is in excess of the increase shown by the 
combined statement of the twelve Federal reserve banks. 

The bond market, especially during the early part of the month, 
was very active, with numerous issues offered. Among the new 
foreign issues were $35,000,000 Republic of Poland 25-year 8 
per cent bonds at 95; $25,000,000 Argentine Government six- 
month 4% per cent notes at par ; $20,000,000 Est Railroad Company 
of France 7 per cent bonds due 1954 at 8714 ; $15,000,000 Saxon 
Public Works twenty-year 7 per cent bonds at 92; $18,000,000 
Canadian National Railways five-year 414 per cent bonds at 
997%, and $17,000,000 of the same company’s ten-year 414 per 
cent bonds at 975%. The larger domestic issues were $50,000,000 
Consolidated Gas Co. of New York twenty-year 514 pér cent 
debenture bonds at par; $30,000,000. New York Edison Co. first 
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lien and refunding mortgage 5 per cent bonds due 1944 at par 
and $30,000,000 U. S. Rubber Co. 614 per cent notes due serially 
1926 to 1940 at prices to yield 5.20 per cent to 6.82 per cent. 

Call money during the month ranged between 3 and 5 per 
cent, the firmer rates prevailing toward the end of the month. 
Time money was somewhat firmer, sixty- to ninety-day maturi- 
ties being quoted 334-4 per cent, while longer money was quoted 
4-414 per cent. Commercial paper is being offered at 334-4 
per cent. 

Along with the firmer rates for money, the open market bill 
rate also advanced. During the early part of the month the rate 
on all maturities was moved up % per cent. With the change 
in the rediscount rate the market became unsettled, asking rates 
for the moment being generally as follows: 

Thirty days 3% per cent, sixty days 314 per cent, ninety days 
34% per cent, four months 33g per cent, six months 314-5@ per 
cent. . 

Analysis of Rates in the New York Money Market. In 
recent years there has been considerable controversy over 
the question of whether London or New York was to be the 
financial center of the world. A good deal of the discussion has 
been of an academic nature, for after all the actual test of the 
location of the financial center is quite simple. It is merely a 
matter of determining where money in sufficient volume can be 
borrowed at the lowest rate. 

For years London has been the cheapest money market and 
hence has held a sway undisputed until recent years. 

During the past few months money has been cheaper in New 
York than in London, and so it may be said that for the time 
being, the financial center has shifted to America. Whether or 
not this situation is temporary or permanent, whether it is based > 
on the uncertain support occasioned by an oversupply of gold, 
or whether it is founded on a-new international economic situa- 
tion, are factors of such wide importance that they cannot be 
encompassed in this brief article, which is confined to an analysis 
of the rates in the New York money market. 

As said above, money can today be obtained more cheaply -in 
New York than in any other financial center of the world. It 
must, however, be remembered that there is not any one single 
rate governing the money market, but instead there are a variety 
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of rates, depending upon the nature of the business transaction 
and the time for which money is being borrowed. 

This is well brought out by the chart below, which indicates 
the range of the various rates which have prevailed in the New 
York market from January 1, 1919, to January 1, 1925. 

Before 1914, the New York money market was in an unde- 
veloped state. Such rates as were quoted were on call money 
for stock exchange loans and on commercial paper, consisting 


1919 1920 Es eal AS Wer TO se ae 
Chart of the changes in money rates January I, 1919 to January I, 1925, 
for (a) Federal Reserve Bank Rediscount rate (b) Call loans secured by 
Bankers Acceptances (c) Stock Exchange call loan renewal rate (d) 90-day 
Prime Commercial Paper (e) 90-day time money (f) 90-day Prime Bankers 

Acceptance offering rate. 


of the notes of business houses borrowing in the so-called open 
market, and also on time money, averaging usually ninety days, 
which is the period customarily used by American business in 
their terms of sale. 

In addition to these rates, the New York money market quo- 
tations now include the official discount rate at which the Fed- 
eral Reserve Bank of New York stands ready to take eligible 
paper as offered by the member banks. 

Under the authority granted by the Federal Reserve Act, 
national banks and other members of the Federal Reserve System 
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have since 1914 created a large volume annually of bankers 
acceptances, the rates for which have become an important factor 
in the money market. 

An examination of the comparative chart shows clearly the © 
changes which have taken place in the New York money market, 
particularly since the introduction of the two factors mentioned: 
above. 

In the beginning of the period under review the spread among 
the several classes of rates was considerable, indicating a poor 
correlation. During the last two years, however, the movement 
of the various rates has been more uniform, as is shown by the 
narrowing range, suggesting that the market has made consider- 
able headway in solving the problem of how available money for 
credit purposes may be used to the best advantage and at the* 
most favorable rates. : 

Finally the chart brings out clearly the relation of the rate 
on prime acceptances to other classes of paper. Throughout the 
entire period the acceptance rate has remained the lowest, thus 
expressing the judgment of the market, that the bankers accept- 
ance is the highest type of American commercial paper, and as 
‘such is entitled to the preferred rate. 

The market rate for prime ninety days bankers acceptances is 
used as a basis for comparison :—with ninety-day prime com- 
mercial paper in Table V, ninety-day time money in Table I, stock 


TABLE I 
AVERAGE Dairy TimME Money Rates 90 Days MixEpD COLLATERAL 


1919 1920 1921 1922 1923 1924 


Januaryn osha. eee ene 525 7.90 6.87 4.75 4.75 4.79 
Rebriaryernesr sss eee Saf) 91.25 7.00 5.00 4.84 4.70 
March) te eer 5.50 8.87 7.00 4.80 5.50 4.67 
April wanes ee eee 350 8.50 6.85 4.50 550 4.62 
UE Wi crams past) ead S woe es Steet 5.50 8.50 6.75 4.25 §.25 4.12 
NiGbslOpemery aber Oe ase Oe 6.00 8.50 6.81 4.25 5.00 3.31 
Mare «salen eee 6.00 8.50 6.00 4.15 SEZ 2.90 
EXUSLISE 3 2.2 one ee 6.00 8.50 6.00 4.15 Sn) Py SP, 
September.» 5. see ee 5.87 8.00 5.80 4.50 5.50 Sele 
October a: hi ae 6.00 7.50 5.50 4.94 5.34 oi 
INovembetic. so). eee 7.00 7.87 5225 5.00 5225 3233 
Weeembery. . a... see 7.00 7.30 5.00 5.00 5.00 SW 

INVICLAGES <5 hiss cs ee 5.91 8.26 28) 4.61 5.20 3.78 


Grand Average—5 .67%. 


THE MONEY MARKET AND MONEY RATES 489 


1922 


1922 


PPP WOW WW WH WH WH PP 
o 


| 


Ww 
[o's] 
na 


1922 


1923 


PP Pe eR 
_ 
bo 


_ 
S 
Ke) 


1923 


4.33 
4.40 
4.60 
4.40 
4.25 
4.33 
4.40 
4.40 
4.40 
4.25 
4.30 
4.30 


1923 


4.32 
4.82 
5.14 
4.87 
4.70 
5.00 


1924 


NNN NHN ND ND W W 
_ 
o 


i) 
Ke) 
oO 


NN DY HK BR R&D WH WW 
~ x 
co) 


| 


1924 


4.39 
4.33 
4.04 
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TABLE II 
AVERAGE Daity RATES FOR PRIME 90-Day BANKERS ACCEPTANCES 
1919 1920 1921 
PANU ALY A seat Sw, fe cksgees aks « 4.25 rely! 5.92 
Bebritary: fbr. cesar. lees so ons 4.25 5.56 5.99 
INES Toi ee ae ee 4.25 6.00 5.76 
a0) Gl hin | 4.25 5.84 5.68 
IGN Ay Ce ge a 4.25 5.50 bate 
CMU Ga ay A aed haces 4.25 6.25 5.64 
PEERS by Gk eee ee eee 4.25 6.25 5.26 
a stist aaa $80" Se carerenban 4.25 6.25 5.00 
DEplemMben-. ae eee s 4.25 6225 4.90 
Mctohberaees wanwiche asses 4.25 6.25 4.56 
INGvemberss; 4. oe 4.52 6.22 4°31 
December ee nee oe ct 4.95 6.25 4.14 
IAVETALEH RU eee: ats 4.33 5.98 5.44 
Grand Average—4 .38%. 
TABLE III 
AVERAGE DAILY RATES FOR CALL LOANS SECURED By ACCEPTANCES 
1919 1920 1921 
Januaryare sae, aon cytes 4.37 5.00 5.78 
Bebriaryieeecs « «cw cy «> 4.45 5.50 6.10 
MUCUS Che Pa ata tee coach ee eee 4.30 Se 50) Bee) 
Je ovg Reese & 9 Soe Coe eens 4.85 5.50 5.78 
WLAN ah seas hs tach ieetewacustes 4.92 5.50 6.10 
[ASICS ee ee IE 4.75 6.00 5.50 
PuilyA Att haees teh an 4.50 6.00 Iles 
Augistetetes bide onde we 4.50 6.00 Spee 
September...........04. 4.50 6.00 4.85 
Mctemen.tvaae aac raek 4.50 6.00 4.85 
INOV.EIMIDER ys slcverehh cue: ue ora 4.50 6.00 4.58 
December: 30 be hes h eves 5.00 6.00 4.64 
IGOR enters oo KOREN 4.59 535 5.40 
Grand Average—4.44%. 
TABLE IV 
AVERAGE DaILy RENEWAL RATES FOR STOCK EXCHANGE CALL LOANS 
1919 1920 1921 
QTL 2 is co-aacs ales et orto 4.90 9.00 6.20 
eb rary. ....c)s.suveleeteloleys’ 5.09 9.94 6.45 
INiareliy es octet eines oie 4.97 8.06 6.40 
Aipriltiee so cntegtramet es 5.34 If goh) 6.25 
IME Rao A MRSC Oc Cm 5.34 7.00 6.80 
[RE OAE SA Bee Boe bone come 6.64 7.02 5.93 
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NNNO oO 


July shoneice si cis ae ae 6.50 8.40 57 3.86 5.06 2.0 
AvlsUSteore scans seeee 5.48 7.19 5.59 375 4.97 2.0 
September.............- 5.50 Veo Eyeily 4.34 4.93 2.0 
OttoberSs ch oak oecseue 7.98 7.65 5:25 4.73 4.75 253 
INOVEMmbER Se... tac ere 11.09 8.06 5.02 4.89 4.80 2.4 
December. 501s deo cee 8.85 6.90 512 4.65 4.86 3.49 
ISNETA SE, an slececus 9 Oar: 6.50 7.84 5.89 30 4.84 3.08 
Grand Average—5 .41%. 
TABLE V 
AVERAGE DaiLy RATES ON PrRiME 90 Day COMMERCIAL PAPER 

1919 1920 1921 1922 1923 1924 

Januarye 284,08 eteb es 5.50 5.95 7.62 5.00.0 sad 4.75 
Mebruary:. (babies. s-tbaeeits 5, 3 6.62 7.62 4.82 4.58. Ae 
INS Erte) le ae ERE SO eb Sok 6.87 7.50 4.50 5.00 4.75 
Aart Wars ey eet ue Sue, a ites res 5,25 6.65 7:40 4.31 5.00 4.55 
Nayar cre. Meret ote te eae 525 7.18 6.87 4.31 5.00 4.32 
June teats e et ame eG 5.50 ines 6.50 4.10 5.00 3.94 
July xaeroe. 2s Oe 5 300i] 37592 F695 ene 00 1, We Beans ae 
AUSuStyt Re Sts ese 5.50 8.00 6.37 4.00 5.20 319 
September. «350-00 = 5.33 8.00 6.25 4.18 5.30 3.16 
Cloner. cstrike ater 525 8.00 5293 4.50 5.36 3.04 
November. ec. vetists. ce 5.40 7.93 00 4.62 5.00 3.28 
December wc. cates oe 5.15 aS 5.50 4.68 4.91 3.74 
IN ELAGE!. Suse. shay ave ravn certs 5.39 7.04 6.62 42 4.97 3.90 


Grand Average—5 .39%,. 


exchange renewal rate for call loans in Table IV, the rate for call 
loans secured by bankers acceptances in Table III, and the Prime 
90-Day Bankers Acceptances rates in Table II. 

In the large chart all of the rates are shown to indicate the 
general trend of money rates, also using the ninety-day bankers 
acceptance rate as a basis. 


C.—THE FEDERAL RESERVE SYSTEM AND THE 
OPEN MARKET * 


The Federal Reserve Act under Section 13 gives to member 
banks a privilege to create bankers acceptances, which privilege 
they did not have prior to its establishment in November, 1914. 
Tersely, it is a privilege to loan their credit as distinguished 
from the loaning of their funds, but only for transactions of 


*F. J. Zurlinden, deputy governor, Federal Reserve Bank of Cleveland, 
in Acceptance Bulletin, February, 1925. 
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certain defined classes. As originally passed, the Federal Reserve 
Act authorized member banks to make only acceptances based 
upon the importation or exportation of goods. It was later 
amended to permit the creation of acceptances based upon the 
domestic shipment of goods, the storage of readily marketable 
staples, and also for the purpose of creating dollar exchange. 
The regulations of the Federal Reserve Board on this subject 
are as follows: 


RecuLation A—Articte B—BANKERS ACCEPTANCES 


A bankers acceptance within the meaning of this regulation is defined 
as a draft or bill of exchange, whether payable in the United States or 
abroad and whether payable in dollars or some other money, of which the 
acceptor is a bank or trust company, or a firm, person, company, or corpo- 

ration engaged generally in the business of granting bankers acceptance 
credits. 


SECTION X—ELIGIBILITY 


A Federal Reserve bank may discount any such bill bearing the indorse- 
ment of a member bank and having a maturity at the time of discount not — 
greater than that prescribed by Section XI (a), which has been drawn 
under a credit opened for the purpose of conducting or settling accounts 
resulting from a transaction or transactions involving any one of the 
following: ' 

(1) The shipment of goods between the United States and any foreign 

country, or between the United States and any of its dependencies, or 

between dependencies or insular possessions and foreign countries ; 

(2) The shipment of goods within the United: States, provided shipping 

documents conveying security title are attached at the time of accept- 

ance; or 

(3) The storage of readily marketable staples, provided that the bill 

is secured at the time of acceptance by a warehouse, terminal, or other 

similar receipt, conveying security title to such staples, issued by a party 
independent of the customer, and provided further that the acceptor 
remains secured throughout the life of the acceptance. In the event that 
the goods must be withdrawn from storage prior to the maturity of the 
acceptance or the retirement of the credit, a trust receipt or other similar 
document covering the goods may be substituted in lieu of the original 
document, provided that such substitution is conditioned upon a reasonably 
prompt liquidation of the credit. In order to insure compliance with 
this condition it should be required, when the vriginal document is re- 
leased, either (a) that the proceeds of the goods will be applied within 

a’ specified time toward a liquidation of the acceptance credit or (b) that 

a new document, similar to the original one, will be resubstituted within a 

specified time. 


Provided that acceptances for any one customer in excess of 10 per cent 
of the capital and surplus of the accepting bank must remain actually 
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secured throughout the life of the acceptance, and in the case of the accept- 
ances of member banks this security must consist of shipping documents, - 
warehouse receipts, or other such documents, or some other actual security 
growing out of the same transaction as the acceptance, such as documentary 
drafts, trade acceptances, terminal receipts, or trust receipts which have been 
issued under such circumstances, and which cover goods of such a character, 
as to insure at all times a continuance of an effective and lawful lien in 
favor of the accepting bank, other trust receipts not being considered 
such actual security if they permit the customer to have access to or control 
over the goods. 

A Federal reserve bank may also discount any bill drawn by a bank or 
banker in a foreign country or dependency or insular possession of the 
United States for the purpose of furnishing dollar exchange as provided in 
Regulation C, provided that it has a maturity at the time of discount of 
not more than three months, exclusive of days of grace. 


Section XI—MarTuritTIies 


(a) Legal requirements—No such acceptance is eligible for discount 
which has a maturity at the time of discount in excess of ninety days’ sight, 
exclusive of days of grace, except that acceptances drawn for agricultural 
purposes and secured at the time of acceptance by warehouse receipts or 
other such documents conveying or securing title covering readily marketable 
staples may be discounted with maturities at the time of discount of not 
more than six months’ sight exclusive of days of grace. 

(b) General conditions as to maturity of domestic acceptances.— 
Although a Federal reserve bank may legally discount an acceptance having 
a maturity at the time of discount not greater than that prescribed under 
(a), it may decline to discount any acceptance the maturity of which is in 
excess of the usual or customary period of credit required to finance the 
underlying transaction or which is in excess of that period reasonably 
necessary to finance such a transaction. Since the purpose of permitting the 
acceptance of drafts secured by warehouse receipts or other such documents 
is to permit of the temporary holding of readily marketable staples in 
storage pending a reasonably prompt sale, shipment, or distribution, no such 
acceptance should have a maturity in excess of the time ordinarily necessary 
to effect a reasonably prompt sale, shipment, or distribution into the process 
of manufacture or consumption. 


Section XII—Evivence or ELicrsi.ity 
A Federal reserve bank must be satisfied, either by reference to the 
acceptance itself or otherwise, that the acceptance is eligible for discount 
under the terms of the law and the provisions of this regulation. The bill 
itself should be drawn so as to evidence the character of the underlying 
transaction, but if it is not so drawn evidence of eligibility may consist.of a 


stamp or a certificate affixed by the acceptor in form satisfactory to the 
Federal reserve bank.” 


With the creation of acceptance credits the necessity of a 
real open discount market in America is apparent, and the Fed- . 
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eral Reserve Act recognizes this necessity in Section 14, which 
provides that: 


Any Federal Reserve Bank may, under rules and regulations prescribed 
by the Federal Reserve Board, purchase and sell in the open market, at 
home or abroad, either from or to domestic or foreign banks, firms, 
corporations, or individuals, cable transfers and bankers’ acceptances and 
bills of exchange of the kinds and maturities by this Act made eligible 
for rediscount with or without the endorsement of a member bank. 


Regulation B, Series of 1924 of the Federal Reserve Board, 
under Section 11, General Character of Bills and- Acceptances 
Eligible, reads as follows: 


The Federal Reserve Board, exercising its statutory right to regulate the 
purchase of bills of exchange and acceptances, prescribes that: 

(a) Any banker’s acceptance or bill of exchange which is eligible for 
discount under the terms of Regulation A is eligible for purchase by Federal 
Reserve Banks in the open market, with or without the endorsement of a 
member bank, if— 

(1) It has been accepted by the drawee prior to purchase; or 

(2) It is accompanied or secured by shipping documents or by ware- 
house, terminal or other similar receipts conveying security title; or 

(3) It bears a satisfactory bank endorsement: 

(b) A banker’s acceptance growing out of a transaction involving the 
importation or exportation of goods may be purchased if it has a maturity 
not in excess of six months, exclusive of days of grace, provided that it 
conforms in other respects to the applicable requirements of Regula- 
tion A; and 

(c) A banker’s acceptance growing out of a transaction involving the 
storage within the United States of goods actually under contract for sale 
and not yet delivered or paid for may be purchased, provided that the accep- 
tor is secured by the pledge of such goods, and provided further that the 
acceptance conforms in other respects to the applicable requirements of 
Regulation A. 

Section IJI—StTateMENTS 

A bill of exchange, unless indorsed by a member bank, is not eligible 
for purchase until a satisfactory statement has been furnished of the finan- 
cial condition of one or more of the parties thereto. 

A banker’s acceptance, unless accepted or indorsed by a member bank, 
is not eligible for purchase until the acceptor has furnished a satisfactory 
statement of its financial condition in form to be approved by the Federal 
reserve bank and has agreed in writing with a Federal reserve bank to 
inform it upon request concerning the transaction underlying the acceptance. 


The open discount market is very essential in our economic 
structure, because there must be a place to dispose of the bills 
created in both our foreign and domestic trade. Of course, to 
have an open market, we must not only have the bills, but dis- 
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count houses and dealers in bills. It is really through such chan- 
nels that the bills reach the investors. It is, therefore, necessary 
for the discount houses and dealers to discount or purchase good 
bills as they are offered and thus be ready to serve their clients 
who are seeking this class of investment. In order to be in a 
position to take on good bills as they are offered, the dealers must 
at all times have a means of financing their purchases pending 
sale. As their margin of profit is small, their financing must be 
accomplished at rates that are not prohibitive. This brings us 
to call loan money on acceptance collateral. Because of the 
liquidity of the collateral, the rate for such call loans should be 
related to the market rate for the bills rather than to the rate for 
call loans against stock exchange collateral, which, as we all have . 
come to realize, at times has not proven to be real call money. 

More bankers should realize that this financing of the dealers 
on acceptance collateral and at fair rates considering the risk, 
the business and the liquidity of the collateral, is really necessary 
in order to establish a broader and stronger discount market. It 
is especially to the interest of bankers that there should be a 
wide distribution of the bills created in both our foreign and 
domestic trade. ‘Here is where the dealer comes in; for in- 
stance, the funds for a transaction arising in Cleveland may be 
provided by the sale of the bill to a dealer, who in turn may sell 
it to a client in San Francisco or some other point where funds 
may at that time be seeking employment, while the situation in 
Cleveland may be absolutely the reverse. Markets for bankers 
acceptances should be developed in many more cities of the United 
States. At present it seems that the development has not passed 
beyond a few centers in the East and West. 

The real function of the Federal Reserve System to the open 
market is to give stability to that market and stability to the 
rates, and as a consequence they are in and out of the market as 
conditions warrant. In this connection the question of the rate 
is of less importance than the knowledge by the user of the 
credit, the accepting bank, the dealer in bills, the discount house, 
and the investor in bills, that the bills can be disposed of at any 
time at fairly stable rates. Most of the purchases of bills by 
Federal reserve banks are made from banks who at times when 
they are in short-time funds have acquired the bills of other 
acceptors as a secondary reserve and have found it advisable to 
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offer them to the Federal reserve bank to adjust their reserve 
position. When such bills are purchased by Federal reserve banks, 
they bear the endorsement of the bank from which they are 
purchased, and the transaction is an open market transaction 
under Section 14 of the Federal Reserve Act. Although such 
transactions are similar to rediscounts, they are and should be 
. Tecognized as entirely separate and apart from rediscounting 
under Section 13 of the Act. 

The Federal reserve banks have at all times given consistent 
support to the market. They have also been of assistance to 
dealers by making temporary advances against their portfolios 
when other sources of assistance to the dealers at least appeared 
to be closed. In some instances it may have meant, carry the 
dealer temporarily or see him quit the business for lack of sup- 
port and necessary financing at a rate he could pay and con- 
tinue in the business of marketing bills. 

It appears that some accepting banks whose bills are finding 
lodgment in the open market, feel no obligation to render assist- 
ance to the dealers at any time in the temporary carrying of 
the dealers’ portfolios. It also appears that some of them feel 
no obligation to purchase the bills of other acceptors at any time. | 
' In other words, some banks are in the acceptance field from 
one angle only. There are other accepting banks who only oc- 
casionally purchase bills in the market and whose purchases are 
not of the volume that would appear to be warranted by the 
volume of their own bills in the market. Any bank which ex- 
pects its own bills to move freely in the market should support 
the market by consistent purchases. Such a policy would greatly 
broaden the market and would be nothing more nor less than a 
warranted reciprocal policy. Properly handled, it would show 
a reasonable profit from both the accepting end and the pur- 
chasing end of the business. The Federal reserve banks are not 
and should not be considered the primary market. The primary 
market for bills is composed of dealers and discount houses, 
who in order to supply the demands of investors must carry sub- 
stantial portfolios. Because of this the need for a dependable 
source of financing for the carrying of these portfolios is obvious. 

On the other hand, the investor should also have a dependable 
source of supply at all times. The supply has not always been 
adequate, not entirely because of a lack of bills in existence, but 
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sometimes the scarcity of bills in the market was caused to a | 
considerable extent at least by the practice of some acceptors 
discounting their own bills and holding them in their own port- 
folios when the market needed them to supply the demands of 
investors. The investor who endeavors to place his funds reg- 
ularly in bills is going to seek other kinds of investments unless 
he can place:reasonable dependence on a constant source of sup- , 
ply. The practice referred to has occasionally resulted in a 
large volume of bills being placed on the market when the market 
was not ready to absorb them because of the fact that they were 
not there when the market was begging for them and the lack of 
them forced the investor to the other fields. 

The open discount market, while it has made steady progress 
and is now a fixture of substantial proportions, needs further 
development and study. It is quite evident that there is still a 
lack of knowledge or appreciation of the value of acceptance busi- 
ness by many and especially by those who have not taken an 
active part in it. Its effect on the stabilization of rates is of as 
great benefit to the bankers as to industry and trade, and this 
was recognized by the framers of the Federal Reserve Act. In 
conclusion, the open market has become a real factor, not only 


BANKERS ACCEPTANCES IN SEVENTEEN PRINCIPAL C1iTIES—1924—1925* 


January 31, December 31, April 1, 


1925 1924 “1924 

Boston wae saeco oe $93,344,901 $86,621,839 $72,411,001 
Providencesy ies. cca anes saree ie 11936.426 1,505,672 2,295,481 
Newa Votan. << neers 588,501,452 576,858,944 424,015,848 
Philadetphian ©... ¢.e eee eteoe 15,712,991 18,940,286 10,735,462 
Pittsburgh -,.evryaace ce eee 939 ,529 981,478 . 1,791,835 
@levelandh iy; 22. eee 8,635,055 7,827,384 10,633,883 
IRichmond'-[yh: ety. Senet 2,368,213 1281215 618 , 607 
Atlanta, spirit. icc Ne eet 500 ,000 - 800 ,000 1,250,000 
INew,Orleans su: Scone ee ae 15,029,879 14,696,272 13,156,522 
@hicasoN nh aah eee 48,738,674 47,023,827 38,873,090 
WECROIt 5. care one ae ee eee 250 ,000 285 ,000 658 , 263 
Sibotsw: 2.7 4 2 ee cae 572,000 656,327 1,313,463 
Minneapolis: ;,. 0 tre eee 7,857,455 7,958 , 443 5,660,559 
Sanehrancisco.: ., lets eee 165737 ,522 17,036,122 16,341,206 
WoseAnceles: «| i.e 2,342 , 230 1,701,229 2,320,359 
SE a SRO CL 780, 683 781,667 812,911 
Portland 


MIMI ES to 5 bn 975,719 1,028,621 1,456, 804 
* The following Tables are from the Acceptance Bulletin, February, 1925. 
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CLASSIFICATION OF BANKERS ACCEPTANCES AS OF JANUARY 31, 51925 


To Create 
Federal Reserve Warehoused Dollar 
District Import Export Domestic Credits Exchange 
1—Boston,...... $ 58,168,487 $ 16,704,957 $ 5,671,037 $ 14,297,831 $ 2,335 ,000 


2—New York... 177,394,681 249,421,734 37,919,739 102,828,220 24,555,681 
3—Philadelphia. 4,992,776 2,412,000 4,686,020 Bj O925 195) Minich sms cite ee 


4—Cleveland... 2,739,355 372,405 707,241 DO Z5OSTOT Mo eaceee tee 
5—Richmond... . 1,115,274 1,596,213 842,700 6,805 :S00 ee entta.te 
6—Atlanta..... 8,940,192 4,863,995 1,156,330 iad, O00". 2-7 en aan 
7—Chicago..... 8,100,638 14,918,293 6,454,593 2a 71748 RES Se 
8—St. Louis.... 146, 103 TON 905 5 Fs. ccsdencekhare G59 000 facg: ne oe oe 
9—Minneapolis . QO ASS sraseviietece ancien + 3,200,000 Shik D5 SOD tee tate creas hae 
TOr= Kansas City isha tee lack te aa dekh Ea Maes Bipot chard PP ioe bid ake thai on behine bh steteeys 
11—Dallas Riis sive 1,034,410 TSSSL O40" shee coca GUE Be Whe Sie tee ceca 
12—San Francisco 9,172,991 5,780,776 1,416,216 6,048,021 50,000 
enero 


$272 ,637,362 $297,442,324 $62,053,876 $175,750,438 $26,940,681 


COMPARISON OF CLASSIFICATION TOTALS, 1924-1925 


January 31, December 31, April 1, 


1925 1924 1924 
NIMPOLUSsy s rveerectys S site &, cee SS $272 637,362 $292,251,995. $250,881 ,937 
TERPOLUS yey 3x ae eatSe 297 442,324 305,458,206 213,847,086 
DOMES ICR: mney otter. ots 62,053,876 37 , 886,677 28 ,028 , 498 
Warehoused Credits......... 175,750,438 162,418,654 99 , 581,999 


Wotlans xchat eCheck sa se su 26,940,681 23,402 ,267 25,241,042 » 


_ $834,824,681 $821,417,799 $617,580,462 


through purchases and sales in our own country, but international 
transactions are assuming proportions. American bills are being - 
purchased abroad and foreign bills are being purchased in 
America, indicating that funds are seeking the markets best suited 
to their needs and purposes. 


D.—THE MEANING OF MONEY RATES * 
How Call and Time Loans and Commercial Paper Differ 


Small borrowers in all parts of the country, especially in 
agricultural districts, are greatly puzzled when they read in their 
local papers flashes from New York to the effect that money is 
cheap and plentiful. Correspondents frequently express aston- 
ishment when they hear of money being loaned at 2 per cent and 
3 per cent, and are at a loss to understand how it is possible for 
banks to borrow at 3 per cent from the Federal reserve bank and 


* Barron’s Weekly, Nov. 17, 1924. 
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for others to borrow time money at 214 per cent and 234 per 
cent for sixty and ninety days, and for six months at 3% per 
cent, while they, with what seems to them the best security and 
occupying positions of standing and character in their communi- 
ties, cannot borrow money under 5 per cent, 6 per cent, 7 per 
cent and even 8 per cent. What is meant, they ask, by “cheap 
money”? Where is this surplus money? Where does it come 
from and who gets the benefit of it? 

Even business men at the heads of concerns that are not so 
small find it difficult to comprehend the Dow-Jones flashes “Com- 
mercial paper prime names 3% per cent, less well-known names 
3% per cent, exceptionally strong names maturing within ninety 
days, 3 per cent.” They often wonder what this commercial 
paper is and who gets the benefit of such easy rates. Every now 
and again the suggestion is made that the government and the 
Federal reserve banks are somehow at fault, and that in some 
way or other the government should do something to make credit 
equally available and cheap for everyone. 

The Various Rates. The following table shows the rates 
quoted in the New York money market as of October 30, 1924, 
and to all intents and purposes these rates are average of the 
quotations since last June: 


Callhmoneye shir aaah ee eo ears bee ee ie 2% 

Call money—outside market...) pois se de cies ls eae 1%% and 14% 
Time money——mimetyacdea yc. «ae ee tenet a nee 3% 

Time money——sixemonthst agence: eee wee eA een haere 34% 
Commercial paper—four-six months.................... 3%% to 334% 


The following table gives the rediscount rate in the twelve Fed- 
eral reserve districts on paper maturing within ninety days, as of 
October 30, for 1924 and 1923, together with the average of rates 
which member banks in the several districts charged their cus- 
tomers for loans rediscountable at the Federal Reserve Bank. 

The Disparity Explained. In reviewing Federal reserve bank 
operations for 1923 the Federal Reserve Board pointed out that 
the margin between the Federal reserve bank rate and member 
bank rates varies considerably from district to district and that 
in general the spread is narrowest in those districts where the 
financial centers are located. The differences in the margin reflect 
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October 30, 1924 October 30, 1923 
Redis- Member Rediscount | Member banks’ 
count banks’rate rate Federal rate to cus- 
District © rate tocustomers Reserve Bank tomers (aver.) 
Boston sit... Lov ak 34% 4144-5% 4u% 5.07% 
New York.......... 3 334-5 4% 5222 
Philadelphia........ 3% 4 -5 414 5.31 
Cleveland... ......4 3% 5%-6 4 5.58 
Richmond.............. 4 5 -6 4% 6.09 
PAG AMG R. wos, 6:2 wre 5 -6 4% 6.25 
CRICASON sas sd u'o alee 4 4 -5 4% by? 
Mb. LOUISE. eek 4 4 -5% 4% 5.59 
Minneapolis........ 4 44-6 4y 7.93 
Kansasi@ityyneis ode 4 5 -6 4% 7.15 
IORI AAT Pee Oe aes 4 5 -6 4% 8.41. 
San Francisco....... 3% 44-51% 4% 5.84 


in part the differences in the costs and risks of member bank 
lending in various sections of the country. 

These differences between districts also represent the wider 
margin between Federal reserve bank rate and member bank rates 
in smaller cities as compared with larger centers. With the Fed- 
eral reserve bank rate at 414 per cent in October, 1923, the rates 
charged to customers by member banks were 5.44 per cent for 
cities of 100,000 or over, 6.34 per cent for cities of 15,000 to 
100,000 and 7.54 per cent for cities of less than 15,000. 

When we take into consideration the element of banking costs 
and risk and the size of loans, it is not so difficult to understand 
the New York quotations for those classes of loans which are 
taken as the standard index of the money market. 

Money Market Sensitive. The regulating influence of the law 
of supply and demand works with absolute sureness throughout 
the whole economic world, but nowhere is the law more sensitive 
than in the money market, especially at the great centers like 
New York, London and Paris. 

Call money is cheap only when there are plenty of surplus 
funds. It is just as sensitive to a shortage of loanable funds. 
For instance, on November 13, 1919, the rate for call money 
touched 30 per cent. 

The following table gives a few conspicuous examples of high 
call money at a time when money was comparatively scarce and 
most merchants and manufacturers were able to get their accom- 
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modation at from 5 per cent to 7 per cent, depending upon their 
location, reputation’ and other considerations: 


Call money Ninety-day Prime com- 


Date High Low timemoney mercial paper 
November 13, 1919.............- 30% 14% 8% 54% 
November 14, 1919.............-- 16 6 8 5% 
November 20, 1919.............- 10 6 1% 5% 
December 23, 1919... .....2-....5. 18 10 1% 534 
Decemberws 1s) 1919 - oc 2p eto st-t- = 25 15 1% 534 
Februanyaem. 5, 29205. -ameryteiecet 20 17 9 6% 
Bebruary. 25; 192006 .c nits tenets 15 7 8% 6% . 
June DSS VOQOM Re eras eee 14 8 8% 1% 
November 10, 1920.............. 10 9 8% 8 


Although call money is subject to greatest fluctuations—records 
ranging from 1 per cent to 30 per cent—nevertheless, taken over 
a period of thirty-four years the average opening and renewal 
rate, the real governing rate each day, shows a range of from 
3.06 per cent in June to 5.32 per cent average in 34 Decembers. 
Or an average throughout the period of 3.84 per cent. 

Time money for ninety days against Stock Exchange collateral 
shows an average range in the same period of from 3.83 per cent 
in June to 5.08 per cent in 34 Novembers. An average cost of 
4.42 per cent throughout the thirty-four years. Prime open 
market paper touched current low figures of 3-3%4 per cent only 
four times in twenty-seven years. The customary figure is 4-44 
per cent for choicest names to 414-5 per cent for less well-known 
names. ; 

The Quality of Loans. The impression prevails rather widely 
that the same class of loans may be borrowed in New York for 
2 per cent and 3 per cent, for which the farmer and merchant 
in the country is obliged to pay his local bank 6 per cent and 7 
per cent or more. This is far from the case. 

The loans constituting the bulk of the bank borrowings through- 
out the country range from $2,000 to $10,000—seldom more, 
often less—while the loans in New York, Boston, Chicago, New 
Orleans and St. Louis, and especially in New York, are for large 
and, as it were, wholesale amounts usually supported by the 
highest form of immediately marketable security. 

The merchant, farmer and manufacturer in Ohio, Kansas or 
Illinois goes to his bank and has his six months’ note discounted 
or puts up good corporate security or government bonds for an 


THE MONEY MARKET AND MONEY RATES 501 


advance of $5,000 or $10,000. Is this not a time loan, and is 
not the depositor’s note discounted at his bank commercial paper ? 
These are indeed time loans and together with such discounts, 
which are in the strict sense of the word commercial paper, con- 
stitute by far the greatest volume of all bank loans. 

At present the total loans outstanding of all the 30,000 or 
more banks aggregate approximately $40,000,000,000. These 
loans embrace three main divisions: those secured by government 
obligations, probably not exceeding $1,000,000,000 ; those secured 
_ by corporate stocks and bonds, and the balanée, ioutid $21,000,- 
000,000 are strictly commercial loans. 

Commercial Paper. Probably $2,500,000,000 would more than 
cover the total volume outstanding of the combined call loans, 
time loans and open-market commercial paper, the rates for which 
as quoted in New York make the index rates of the money mar- 
ket. It is extremely doubtful if at any. time, even 1920-1921, 
the volume outstanding ever exceeded $5,500,000,000. “Collateral 
loans” is another and more official designation of the call and 
time money quoted from New York. The commercial paper is 
known as “open-market commercial paper.” 

Open-market commercial paper refers to notes of manufac- 
turers and merchants of unquestioned standing, generally of na- 
tional and often of international reputation. It is of particu- 
larly high grade as to strength and general reputation. Such 
borrowers in the ordinary course of their business often require 
a great deal more money than their banks are allowed to loan 
any one customer, which is legally 10 per cent of the capital and 
surplus of the bank. Other customers must be accommodated, 
hence these large borrowers, desiring to keep their own banks 
open for more immediate current needs, sell their paper through 
commercial paper dealers. 

There are times when banks in certain sections of the country 
have a large portion of their funds idle, and desire to keep them 
busy for this period. In such times they buy commercial paper. 
Open-market prime commercial paper rates are generally 0.25 per 
cent to 0.50 per cent lower than those governing the ordinary 
commercial loans of banks best customers—that is, depositors 
with large balances or who are otherwise entitled to every con- 
sideration from their bank. In contradistinction to this open- 
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market commercial paper, the ordinary promissory notes discounted 
at banks which make up the vastly greater volume of commercial 
loans, though often eligible for rediscount at the Federal re- 
serve banks, are nevertheless not generally marketable and must 
be held by the banks until paid or renewed by their customers. 

Must Be Paid on Demand. During the summer of 1924 
call money in New York could be obtained at from 1% per cent to 
2 per cent and now from 2 per cent to 3 per cent. A loan on 
call is in no way comparable with the usual loan that a farmer 
or merchant obtains from his own bank. Call money is loaned 
subject to demand for immediate payment, generally within three 
days, often before noon of the day the loan is called. It is bor- 
rowed by Stock Exchange houses and supported by Stock Ex- 
change collateral, stocks and bonds, with plenty of margin over 
the face of the loan. This security is immediately salable in 
the Stock Exchange. Call money is also made available against 
bank acceptances, commercial paper, grain receipts and other mar- 
ketable security. But as a rule stocks and bonds quoted on the © 
New York Stock Exchange are the security. 

Most of the call money, in fact quite all, in New York is sup- 
plied by out-of-town banks. Nearly every bank in the country 
has a New York correspondent. Several banks in New York 
act as correspondents for between five and six thousand banks. 
The New York banks perform many services for the out-of- 
town banks, such as handling their foreign exchange obligations, 
honoring their New York exchange drafts, discounting paper 
which :is good but not eligible for rediscount with the Federal 
reserve banks. With most state banks, the law permits them 
to count as part of their reserve balances carried with the cor- 
respondent banks. These balances, generally referred to as sec- 
ondary reserves, furnish the greatest part of the funds available 
for both time and call loans. 

What Is Time Money? The other subdivision of the collateral 
loan market, time money, which is now obtainable up to ninety 
days for 3 per cent and up to six months for 3% per cent, is 
also confined to Stock Exchange houses. They are usually six — 
months’ loans, though often only for thirty days, secured by 
stocks and bonds. Until within the last few years they were | 
secured by 60 per cent railroad and 40 per cent industrials, 
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but more recently the stock securing these loans has been taken 
without differentiation as between the two classes. They are also 
often secured by government bonds. On such loans the maker 
usually guarantees to maintain a margin of 20 per cent. At 
present the margin is 25 per cent and 30 per cent. When the 
bonds are given as security a 10 per cent margin is generally 
called for. The current market demands a 15 per cent margin 
on bonds. 

_ The rate for time money against Stock Exchange collateral 
closely approximates the commercial-paper rate and in times of 
large surplus funds is apt to be fractionally lower, while in or- 
dinary times, especially on the shorter maturity, the time-money 
rate is usually higher than the commercial-paper rate, for the 
reason that time loans are not eligible for rediscount at the Fed- 
eral reserve bank. Prime commercial paper usually commands 
. a rate that is nearest to call money. . 

It is by virtue of large balances of the thousands of country 
banks that money is available at these low rates. The New York 
banks pay interest on these balances. The rate is automatically 
fixed by a rule of the New York Clearing House Association, 
which has drawn up a schedule of maximum interest rates which 
moves up or down automatically with the rediscount rate of the 
Federal reserve bank. At present the maximum rate is 134 per 
cent. 

The essential thing with the banker is spread—the difference 
between what he paid for money and rate at which he loaned it 
out. Ifa bank can get money at 2 per cent, it will make just as 
much profit by lending it at 4 per cent as it would if money which 
cost 4 per cent were put out at 6 per cent. The rates charged 
are primarily fixed by these considerations and accounts in large, 
though not altogether, for the different interest rates which pre- 
vail throughout the United States. Banks in some sections have 
to pay a higher rate on savings accounts and time deposits. Omit- 
ting all consideration of the collateral loan and the prime com- 
mercial-paper market, it still remains that money rates for ordi- 
nary commercial loans, that is over-the-counter loans, are found 
generally lower in the New York market than in any other. The 
simple explanation of this is that borrowers in the New York 
market deal in larger volumes of money and naturally they get 
what might be called a wholesale rate on their wholesale borrowing. 
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QUESTIONS AND EXERCISES 


. What constitutes the money market? 


What are the prerequisites of a good money market? 
Compare the practices of the money market in the United States and 
in England. 


. What is meant by “cheap” and “dear” money? What are the causes for 


the difference? 


. Why are demand loans employed in stock-market transactions? 
. What factors determine the amount of margin which is asked in loaning 


against collateral ? 


. Why will a large borrower secure money by selling his paper to a 


commercial-paper house rather than to a banker? 


CHAPTER: XV 


COMMERCIAL PAPER AND CREDIT PRACTICES 


THE commercial-paper business in the United States 
has had its principal development in the last ten years. 
Prior to the Federal Reserve Act no organized com- 
mercial-paper market existed, due to the antiquated bank- 
ing system and the economically unsound legal restric- 
tions. 

The Federal reserve bank is the center of the com- 
mercial-paper market of each district. The paper dis- 
counted and purchased by the reserve bank is regulated 
by the law and the discretion of the bank, but it is safe to 
say that the majority of commercial paper created is not 
eligible. Nevertheless the rate at the reserve bank de- 
termines not only the rates on the same grades of paper 
in the outside market, but also the rates on paper not 
eligible at the reserve bank. If the reserve bank advances 
the rates on eligible paper, the rates on ineligible paper 
inevitably rise because the member banks must pay higher 
rates on the paper that is eligible to get money to carry 
the paper that is not eligible. If money “tightens” the 
rates on the ineligible paper may advance wholly out of 
proportion to the rates on the eligible paper because the 
less conservative paper becomes more speculative as the 
rates on money for conservative business advance. Un- 
fortunately, in recent years many banks, both city and 
rural, have been induced to make speculative loans on 
collateral ineligible at the Federal reserve bank, believing 
that in case of need “something would turn up.” As a 
consequence many bank failures followed and the reserve 
banks have increased the line of credit to banks in dif- 
ficult situations when the line of credit should have been 
reduced. 

The increased quantity and variety of commercial paper 
in recent years has been accompanied by a vast increase 
in the machinery and institutions for handling the paper. 
Commercial-paper dealers with branch offices and agents 
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all over the country have developed. Numerous finance 
and credit companies have been organized. Some dealers 
and companies specialize as in acceptances, foreign bills, 
automobile finance paper, house furnishings, and the like. 
All of these credit institutions are additional to the banks 
whose business it is to buy and sell commercial paper, 
accept deposits, and make loans. It is therefore probable 
that the best of the commercial paper is handled by the 
banks, and that, during a crisis, much of the paper held 
by these new specialized institutions might prove to 
constitute a worthless speculation. 

The commercial-paper markets of the United States 
are still in the developmental stage. The organizations, 
personnel, and technique of the business are not yet 
seasoned.—[Ed. Note.] 


A.—THE COMMERCIAL-PAPER BUSINESS * 


The study is based upon data from twelve distributors, ten of 
whom had paper outstanding on June 30, 1921, amounting to 
$609,000,000, out of a total reported by twenty-seven houses to 
the Federal Reserve Bank of New York of $707,000,000. 

There are two central features of the commercial-paper busi- 
ness which should be kept in mind. These features are influential 
in determining the organization of the business and the operating 
methods of the individual dealers. The first feature is the service 
of the dealer in linking up’ the several sections of the country, so 
that a national commercial-paper market in effect tends to be estab- 
lished, to which the individual borrower may have access. By this 
means, too, a territorial distribution of funds is obtained under our 
system of many small independent banks, and surplus funds in 
some sections are rendered available to borrowers in other sec- 
tions where an insufficiency of local funds exists. The distribution 
changes from time to time as conditions in the several sections 
change. The commercial-paper dealer acts as a regulator of this 
process and serves to connect the different sections. The second 
feature relates to the part played by the dealer in the credit system 
of the country. He scrutinizes carefully the volume of credit to 


* Federal Reserve Bulletin, August, 1921. Article prepared under the 


direction of W. H. Steiner, Division of Analysis and Research, Federal 
Reserve Board. 
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be extended to the open-market borrower, and serves as a source 
of information as to the standing of these borrowers, on whom he 
maintains an elaborate credit file. 

Commercial-Paper Markets. The commercial-paper business 
is concentrated. About fifteen large houses (counting one group 
as a single house) do the great majority of the total business of 
the country. A few houses confine their activities entirely to 
dealing in commercial paper, but the majority also deal in securi- 
ties, and in certain cases are members of stock exchanges in lead- 
ing centers. 

Branches of commercial-paper houses—The organization of the 
large house is highly centralized, and the entire system of branches 
which it maintains is directly under the control of the principal 
office. Of eight large houses which are among those who maintain, 
an elaborate system of branches, four have their head offices in 
New York, three in Boston, and one in Chicago. Four of these 
houses have less than ten branch offices (namely, from five to 
nine), and cover the territory tributary to these offices in large 
part through salesmen. The other four houses have ten or more 
branches. Two of the latter make a distinct territorial division, 
and have branches in each section tributary to a head office for that 
section. The location of these sectional head offices is as follows: 
Two houses each in Boston, New York, Chicago, St. Louis, and 
San Francisco, and one house each in Philadelphia and Seattle. 
One of the two houses thus divides the Pacific coast territory into 
two parts—north and south. 

A further indication of the scope of the system of branches is 
afforded by the following table, which shows, for the eight large 
houses cited above, the number of houses having branches in each 
center : 


OFFICES OF EIGHT LARGE COMMERCIAL-PAPER DEALERS 


BOStOL EEN NT ee Sine eal dee mac cares ees 7 
VEER Gt TOSGGUN a hres Ooh puna tun SurkOBic SORA erat ACRE CROCCO eR 3 
IN err VAG Pea See EN ue, GT cuca ay satan fiat Se, xe ds 8 
icine ilo tkN. ae ARS ee c oid Aan reas Ach ee 6 
SRR eM MME a cilia se] See eta hile Pinvela tafe oe .08 8 gee «+ 2 
Jegieranaaveratals. L. 5.) aig G tug as tuli oun cl Cape TER eC 2 
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Pittsburebyvecs, ciate suetelettet a cole ot arasot Shet= tame ymeatreda tester 4 
Gleveland es eto j.cieciewle wis, sds ia late ote hp kenetule “phe 3 
Detroite fe ae Sls core See o seaeee eathag hee ete ae nay etes iotraels Zi 
(Olitley-0hy oe NON orobe waoorro pes oo sen oe acon 8 
Mim eapolisie ajc crs.os/isistole > sa 2.cueys obetaleene a telein aint lelahe axel 1 
Oirria ia Pe are ko lore se oc stepatenavonsta in atieaer eget 5) eek arate 1 
Denver tht, Seer AAR Saat At atheteiclene tare tatetet 97a, steueiehals 1 
SET Tiowig® hc hive nae meets sce speech hed fata state iats 5 
Toa Was! cuss, Beene: Go ote cia acclss eee eee eed one 2 
Gari PPAtiCiSCO ise) densities hea. aieeseisbons ce eT ea eee see nec ii 
Tos sAngéles ai) S55 ca iccactte Santher. loss siove wetepis oot en tame iebams 5 
Portlandia: cis ort ees lo ola ete ee oui istp ye aed eerie ache 3 
SeaPblai cen, cite ustechoee teres Aidt tetas aig bo une cece 3 

TOtal Gath. hick Sayien nae oie es Mobs: celeste trae < Maes Ht 


This table serves to indicate the chief commercial-paper markets, 
as well as in a broad way which are the principal and which are 
the lesser markets. This of course does not imply that the volume 
of business done in each of the principal or the lesser markets is 
by any means the same. 

Several of the houses have correspondents in certain sections, 
instead of branch offices. One house states that “of the eleven or 
twelve leading commercial-paper houses in the country at least six 
have no affiliations. Most of the others have affiliations in one 
territory or another.” Another house explains their use by it as 
due to the fact that they have been found to be cheaper than sales- 
men in covering the particular territories where they are employed. 

One group of houses, which does a considerable business in the 
aggregate, is organized on the correspondent principle. That is to 
say, about six firms located in as many of the leading commercial- 
paper markets, and each confined to a limited territory, mutually 
act as correspondents and divide the profits on paper sold, as is 
the general rule where correspondents are employed. The group 
then in effect parallels one of the larger houses which covers the 
country as a whole through a system of branches of its own. Small 
dealers are also more or less associated in other markets with local 
houses who act as their correspondents. Some dealers report a 
considerable number of them in New York and Chicago, but in 
general it is stated that they are found more largely in Philadel- 
phia than elsewhere. One dealer states that the development of 
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these dealers in Philadelphia was due to their old family connec- 
tions, but that they are gradually decreasing in importance. Small 
dealers, it has been stated, endeavor to originate paper for their 
own account, although the majority of their business may result 
from having affiliations who supply them with more paper than 
they are able to originate themselves. They may use their personal 
connections, suggests one dealer, in obtaining local accounts, whose 
paper they will undertake to distribute in the immediate territory 
in which the firm is located. 

Sections of the country—It is evident from the above dis- 
cussion that each house has its own method of dividing the coun- 
try into several sections. Aside from differences in the number 
of sections, the territory assigned to an office located in a certain 
center by any two houses by no means exactly coincides in all 
cases. In a broad way, however, certain sections are generally 
distinguished, into which the country naturally divides itself from 
the point of view of the commercial-paper business. These are the 
New England, North Atlantic, South Atlantic, Middle West, 
Southwest, and Pacific coast sections. Some houses combine the 
North and South Atlantic sections into one, while others again 
further divide the North Atlantic section into two, covered, | 
respectively, by New York and Philadelphia. In general, the 
South Atlantic section is regarded as more closely associated with 
the North Atlanticesection, but one house associates it instead with 
the Southwest. Further division of the general sections is of 
course possible, and thus—e.g., the Northwest may be distinguished 
from Chicago territory, although this is not usually done. Each 
general section has a leading center. These correspond as a whole 
to the centers given above, in which the head offices for particular 
territories shown by three houses are located. 

The basis of this territorial division is indicated by one dealer 
as follows: “The divisional basis is from several viewpoints: 
First as to the banking center which the banks in that community 
use as their correspondent. It has always seemed that this has 
been largely governed by the flow of money in that district. Second, 
the nature of the crops, as indicating at what time or periods of 
the year surplus funds are likely to occur in those sections. The 
Southern States, as their largest commodity crop is cotton, are 
periodical in the buying of paper, and bank principally through 
St. Louis and New York, very little of their money naturally 
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flowing to Chicago territory. There is, however, a noticeable 
difference in the case of the Southwest and Southeast territories, as~ 
the States comprising the southwest territory use St. Louis and 
Chicago practically as much as New York.” 

Retracing our steps in point of time, it is found that the several 
sections have only gradually developed and become differentiated. 
Thus it has been stated by a leading dealer that St. Louis banks at 
first did not want to purchase paper, but changed their attitude 
after the financial strain in that center in 1897. The principal 
distinction for many years has been between the East and the West, 
the dividing line between the two running North and South through 
Pittsburgh. The line is stated by some dealers to still be of con- 
siderable importance, although others speak of it as “more or less 
done away with.” One dealer states that from time to time there 
has been some discussion as to whether Pittsburgh belongs to 
Eastern or Western territory, but that his house has always main- 
tained that the entire State of Pennsylvania belongs to Eastern 
territory, and in every case where it has the Eastern account, in- 
sists on obtaining the entire State. He remarks that “some 
Western brokers have frequently made a fight on Pittsburgh, but 
as far as our own experience is concerned, have always lost.” 
These statements coincide with the remarks of another dealer that 

“the Pittsburgh market is sometimes ie Si from Chicago and 
sometimes from Philadelphia.” 

The Pittsburgh line, as just indicated, is ¢ important in connec- 
tion with the division of an account among several dealers, each 
of whom then handles the account in a certain section. “Many 
large firms,-which are very large borrowers of money,” states 
one dealer, “divide the entire country among several brokers, 
thinking by this method they can place more paper on the open 
market, which is undoubtedly a correct assumption, as some 
brokers are better established in certain territories than others. 
Only the very largest users of money make an extensive division, 
although quite a number of well-known houses have an Eastern 
broker and a Western broker.” The packers afford the conspicu- 
ous example to which reference is generally made when indicating 
firms who regularly use several dealers. In this connection another 
dealer mentions the existence in the past of a sharp divisional line 
East and West through Effingham, IIl., then along the southern 
boundary of Indiana East tosthe Pittsburgh line. Westward the 
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line ran to Denver, with another divisional line North and South 


through Denver, and the country was thus divided into four parts, 


a different dealer being used by very large borrowers in each sec- 
tion. One dealer states that he only divides territory now with a 
local broker—e.g., in Chicago or Indianapolis, and that he dislikes 
the practice, as it renders it difficult to follow the amounts bor- 
rowed. 

Placement of Paper. Shift of paper between markets—Aside 
from its relation to the organization of the individual house, the 
importance of territorial division of the country lies in its relation 
to seasonal purchasing of paper. It is thus possible for the in- 
dividual houses at certain seasons of the year to shift paper origi- 
nating in one section to buyers in another section. In normal times 
reliance is regularly placed upon certain sections to take paper, 
although in the last few years conditions have been such as largely 
to vitiate the normal seasonal trend. 

The seasonal movement is found principally in those agricul- 


tural sections in which reliance is placed upon one principal crop. 


The dealer will watch for easier money conditions in these sections 
after the crops have been moved and time his efforts accordingly. 
The exact time of course varies from year to year, according to 
the abundance and rapidity of movement of the crops. Ina gen- 
eral way, the South, including both Southeast and Southwest, 
normally should purchase paper from November or December 
through to March, when cotton has moved. This has not, of 
course, been true this season. The Northwest is also distinctly a 
seasonal market, and is ordinarily especially active in the fall and 
winter months, when -grain has moved. The Central Western 
States, however, practice diversified farming, and purchase more 
or less continuously throughout the year, heaviest purchases 
perhaps following the wheat crop in July, August, and Septem- 
ber. “It has long been a practice,” states one dealer, “that the 
farmer uses the proceeds of his wheat crop to pay off his bank 
indebtedness, while the funds received from the other crops are 
used either to put in the new crop or to carry him over the dull 
season.” On the Pacific coast, and principally in California, the 
savings banks provide a market throughout the year, although the 
maximum purchasing occurs directly after the fruit crop is 
marketed. In the East and New England, steady purchasing is 
the rule. 
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The seasonal movement will also be found with respect to the 
lesser crops. Thus a Philadelphia house states that it watches the 
tobacco situation in Pennsylvania, while a Chicago office states 
that the Michigan fruit district always purchases paper in Septem- 
ber and October. 

On the other hand, banks in the financial centers are more steady 
purchasers throughout the year. In fact, one dealer states that 
“country markets vary with crops; city markets vary with change 
in business and money market conditions.” During the last few 
years conditions have been such as to emphasize the latter factors. 
The opportunistic aspect of the business accordingly has been 
stressed, and several leading dealers either state that there can not 
now be said to be a seasonal shift of paper, or else emphasize sea- 
sonal requirements for funds on the part of certain sections rather 
than seasonal placements of paper. 

Types of purchasers.—Sales are made to several types of pur- 
chasers. Banks in the larger financial centers buy either for their 
own account or for the account of correspondents. Country banks 
also buy a considerable amount direct from the commercial-paper 
houses, while corporations and insurance companies buy a small 
amount of paper. 

Sales to corporations are very small in the aggregate. All data 
received, both actual percentages and estimates, do not place them 
at over 1 or 2 per cent of the total volume of sales. Their pur- 
chases, notes one dealer, are confined to periods when their business 
is dull, although another dealer states that, owing to the high rates, 
quite a number of corporations: have been buyers of paper during 
the last two years as an investment for surplus funds. His esti- 
mate of the total proportion of such sales, however, agrees with 
the figures just given. Sales to insurance companies are very 
rare, due to the fact, states one dealer, that most of them are not 
permitted by charter to purchase paper. 

Normally, banks in the larger financial centers purchase a con- 
siderable volume of paper for their own account. They also pur- 
chase a large amount of paper for the account of correspondents, 
particularly in New York, Boston, Philadelphia, Chicago, and St. 
Louis, although the amount normally so purchased is stated to be 
less than for their own account. During the last two years, how- 
ever, these banks have practically been out of the market on their 
own account, although New York City institutions again com- 
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menced purchasing toward the end of June, 1921. Outlying banks 
in these centers (small banks scattered through the residential and 
suburban districts) have bought some paper for their own account. 
The great bulk of sales during the past two years have thus been 
made direct to country banks. High rates have proved attractive 
to them, and the business is said to fall off usually to a great extent 
when rates are under 5 per cent. In fact, it is generally said that in 
times of “easy’’ money large city banks are the chief buyers, aud 
in times of “tight” money, smaller country banks. Commercial- 
paper houses thus maintain a force of so-called country-bank sales- 
men, and also do a large volume of business by circular letter. 
One dealer believes that “country banks are more and more pur- 
chasing paper on their own account, and are not depending upon 
the city institutions or their correspondents to supply their de- 
mands.” This factor may, he suggests, “more than anything else, 
have caused the opening of branch offices by the larger brokers in 
all the various sections.” 

Some figures have been obtained as to normal and recent per- 
centages which sales to the several types of purchases are of total 
sales. One dealer estimates that in ordinary times banks in the 
larger centers, such as New York, Boston, Philadelphia, Chicago, 
St. Louis, Kansas City, San Francisco, and Seattle, absorb 60 per 
cent of all paper offered, but doubts whether they have been in a 
position during 1919 and 1920 to purchase 10 per cent of the total 
paper sold. Another dealer estimates that at the opening of this 
year 90 per cent of his outstanding paper was in country banks. 
Actual figures supplied by one middle Western and one Southwest- 
ern office show a range of percentages at present as follows: Sales 
to local banks for own account, 35 to 45 per cent; to local banks 
for account of correspondents, 21 to 25 per cent; to corporations, 
0 to 2 per cent; and direct to country banks, 34 to 38 per cent. 

Terms on which paper is sold—Paper is sold on a varying 
option, the thought being to give the purchaser an opportunity 
properly to check the credit. The most frequent option is ten 
days; that is to say, the purchaser may return the paper at any 
time within ten days. City sales, however, may be made in cer- 
tain cases only on five days or weekly option. One dealer usually 
allows only seven days, and another has the “majority and aver- 
age” of his sales at from seven to ten days, while a-third has by far 
the largest portion on seven days’ option. The last named usualiy 
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allows the ten days to banks at a greater distance from the chief 
centers, because of the additional time required to receive replies 
to mail inquiries. For a similar reason the usual option given by 
many houses to Pacific coast purchasers is twenty days. A small 
proportion of the sales carry no option. One dealer states that 
“frm” sales predominate in New England, while another states 
that no option is required in the occasional cases when a bank re- 
purchases the obligation of some concern on which they have an 
up-to-date file. 

Payment by the purchaser is generally made either by cashier’s 
check in the case of local banks or by exchange on the center in 
which the dealer is located or on another leading center, such as 
New York, Chicago, or St. Louis, in the case of out-of-town banks 
to whom paper is sent. At times the purchaser’s correspondent 
in the dealer’s center is instructed to pay the dealer. A great deal 
of paper, states one house, is forwarded by the dealer to country 
banks through the latter’s city correspondents, in which case the 
dealer receives cash on the day of the transaction, and the city 
bank charges the country bank’s account with the amount of the 
paper. Another dealer thus states that he aims to secure New 
York, Chicago, or Boston delivery and payment wherever possible. 

' Several dealers complain that there has been a tendency in the 
past for country banks when making remittance to calculate the 
discount from the day on which they receive the paper, instead of 
from the day on which the dealer receives the funds. When this 
is done the dealer loses the use of the funds for a period equal to 
the mail time between the bank and himself. Dealers who have 
commented on the practice, however, agree that it is tending to 
disappear. 

Open-Market Borrowing. Seasonal appearance of paper— 
While a considerable number of borrowers are more or less con- 
tinuously in the market, a considerable number of lines borrow 
only for seasonal needs. Their paper thus appears in the market 
at certain seasons of the year only. Manufacturers, e.g., need to 
purchase raw material for next season’s business. More or less 
regular maturity dates are also found. The underlying theory is 
that maturities should be based upon anticipated collections, which 
then provide the means of retiring the paper, and thus render it 
liquid. These industries then have an annual clean up, which fre- 
quently precedes the period at which regular annual statements are 
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made for the particular industry in question. The maturity of the 
paper thus depends upon the quickness of turnover, and in the 
case, e.g., of wholesalers, also upon the length of the terms which 
they themselves extend. Southern jobbers thus usually sell on 
longer time and make longer maturities than jobbers in other sec- 
tions, while department store and grocery paper is usually -short. . 
As opposed to the needs of borrowers, another factor which, on 
the other hand, must also be considered, is the demand of banks for 
balanced maturities. 

A great variety of illustrations of seasonal borrowing have been 
given. Concerns in agricultural sections dealing in certain com- 
modities which can be purchased only when the product comes to 
market usually have the peak of the indebtedness two or three 
months after the first movement of the crop. Such borrowers 
collect their money, states one dealer, in the three or four months 
prior to the close of their fiscal year, as they either sell for cash 
or on very short time the product which they have accumulated dur- 
ing the season when it moves to market. Cotton paper normally 
begins to appear in September and October and is paid off by 
March, April, and May. Southern cotton-mill paper usually runs 
from about October to July, and northern cotton-mill paper 
chiefly from November to August. Grain dealers in general bor- 
row, it is stated, from September to January, and liquidate about 
July, generally making statements as of June 30 or August 30. 
Tobacco manufacturers’ paper, states one dealer, usually comes into 
the market in the late fall and early part of the year, and matures 
in June and July, while wool paper is outstanding from about 
June until February. Cottonseed oil crushers and refiners, packers 
of fruits and vegetables, manufacturers of beverages from fruit 
juices, and crushers of flax seed and refiners of linseed oil also are 
seasonal borrowers. A similar situation prevails with respect to 
certain manufacturing industries. Clothing manufacturers, shoe 
manufacturers and jobbers, and glove,manufacturers, e.g., sell on 
certain datings for the fall and spring seasons, and adjust their 
maturities accordingly. Agricultural implement manufacturers’ 
paper appears from January to July, and is retired in October, 
November, and December. 

Sectional popularity of paper—Paper of certain industries is 
more popular in some sections of the country than in other sec- 
tions. There are two conflicting forces at work in the case of the 
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individual banker in determining the industries whose paper he 
will purchase. On the one hand, there is a desire for diversifica- 
tion which impels him to purchase paper of industries other than 
those found locally. Banks in the crop-moving sections may hold 
other paper at crop-moving time in order to spread the risks. On 
the other hand, there is the fact that he is acquainted with indus- 
tries found locally and thus in a better position to judge the paper 
of firms in these industries. The latter is by far more potent, and 
it is therefore easier to place paper of certain industries in locali- 
ties where they are well known. 

Perhaps the most conspicuous illustration is afforded by lumber 
paper, which is not popular in the East and has a very limited - 
market there,. but is found more largely in Chicago and the North- 
west, where it sells readily. There is, however, some in New 
England. Similarly, cattle loan paper has a market in the West, 
but meets with little favor in the East. To a lesser extent this is 
true also of grain paper, states one dealer. Again the South likes 
cotton paper, which is not appreciated by the East. Tobacco 
paper is especially popular in the South, and, “as a matter of 
fact,” states one dealer, “all over the country. On the other hand, 
paper of commission merchants, textile manufacturers, etc., is far 
better known in the East than the West. New England mill paper 
is more popular in New England, where it is a legal investment for 
savings banks in Massachusetts. Certain buyers, states one dealer, 
do not like the paper of corporations located at too great a dis- 
tance, and this tends to confine the sale of paper of medium-sized 
concerns to a great extent to the sections where they are located. 
Smaller names, in fact, generally sell better locally, although in 
the case of large firms no difference is noted. At times also a firm 
may not wish its paper offered in the immediate vicinity of the 
city where it is located, due either to pride on the part of a small 
firm in the fact that it obtains its funds outside or to a desire to 
prevent other local parties from obtaining data about its business. 

The open-market borrower.—It is often stated that the minimum 
capital of the firm which borrows in the open market is about 
$200,000. At the present time, however, state .several dealers, it 
is very difficult to sell the paper of the smaller borrowers. One 
dealer whose normal figure is the above remarks that at present 
$500,000 would be about correct. Another dealer observes that 
“generally speaking, we would say that the big corporations have 
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liquidated more slowly than the smaller firms and that we have out- 
standing in the market to-day larger amounts of big corporation 
paper and comparatively little paper of the smaller borrowers.” 
The minimum figure which is given naturally varies somewhat 
with the individual dealer. Some show a higher amount, namely, 
$250,000 to $300,000 and $500,000 (with infrequent exceptions 
reported by one in the case of local borrowers). One dealer, how- 
ever, places the figure for capital investment as a rule at $700,000, 
while several show an amount as small as $100,000. One dealer 
observes that, while very little paper could probably be sold now for 
borrowers with less than $200,000, before money became firm, 
paper of borrowers of, “say, $125,000 or $150,000 quick in stable 
lines could be sold.” It is interesting to observe that one dealer 
distinguishes between wholesalers and jobbers on the one hand and 
manufacturers on the other hand. While the $200,000 minimum 
holds in his opinion for the former, for the manufacturer “the 
minimum must necessarily be a larger amount, as he always has a 
large portion of his capital tied up in plant and equipment.” 
Control of the amount borrowed.—The statement is often made 
that the commercial paper dealer so facilitates borrowing in the 
open market in normal times as to render it possible for many 
houses to borrow very heavily in proportion to their capital. On 
the other hand, almost all commercial paper dealers in the present 
study call attention to efforts which they make to keep the volume 
of paper issued by the individual borrower within reasonable 
limits. They endeavor to see that the borrower has sufficient 
bank lines open to take care of his open-market borrowings. This, 
of course, has the effect of preserving the liquid character of the 
paper from the point of view of the individual purchasing bank, 
in the event that new paper is not sold. “A good broker,” states 
one dealer, however, “can always sell some paper.’ These re- 
serves of unused borrowing power are of particular importance in 
the case of steady borrowers, as the borrower can not depend upon 
anticipated collections to retire paper. One hundred per cent, of 
course, is ideal, and in certain cases the dealer may not be in a 
position to require it, but several dealers specify as much as 50 or 
75 per cent. A dealer states that he has arranged additional bank 
lines for clients whose own lines have been insufficient. 
One dealer, however, states that “we very seldom have occasion 
to limit the borrowings on the open market or through banks, of 
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any of our clients ; however, we keep in close touch with them, and 
advise as to what we feel is the proper course to be pursued.” 
The dealer, of course, follows closely the condition of his bor- 
rowers, which one dealer states that he does through monthly 
statements or personal interviews, and thus at all times knows the 
total indebtedness of his accounts through all sources. 

The effort to keep sufficient bank lines open reflects a belief 
that, as one dealer expressed it “the open market facility should be 
used collaterally, and not in addition to the bank-line facility.” 
As another dealer states, it is desired to have the open market used 
only when the borrower is not using his bank; “in fact the open 
market is to be used in order to clean up his accommodation at his 
bank, and he is to stop using the open market when he starts bor- 
rowing from his bank—in other words, to alternate between these 
two borrowing channels. Of course, during the past year it has 
been impossible for the borrower to live up to this condition on 
account of the unforseen cancellations which necessitated carrying 
over an abnormal amount of inventory.” 


B.—THE AUTHORITY TO PURCHASE . 


Character of Paper Sold. Form of paper—There are four 
classes of paper which appear in the open market, Unsecured 
single-name paper is most frequent. Double-name paper is of 
two kinds—either trade paper 1.e., promissory notes given in 
settlement for goods purchased and indorsed by the seller, or 
nontrade paper bearing indorsement. Some collateral notes are 
also used. Estimates differ as to the proportion of the total 
volume of paper in each of these forms. The proportions vary 
to some extent with the character: of the individual business. 
The question is complicated by the fact that some dealers regard 
paper with the indorsement of directors or officers as single- 
name paper, whereas others regard it as double-name nontrade 
paper. Thus, one broker estimated that “unsecured single-name 
paper constitutes approximately one-half of the total handled by 
brokers,” and two others placed the figure at 65 per cent, while, 
on the other hand, two large dealers stated that 95 per cent and 
two others that almost all their paper was in this form. The 
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general figure is probably somewhere between these two ex- 
tremes, and one dealer has placed it at 75 per cent. 

The general consensus of opinion is that double-name trade 
paper does not constitute over 5 per cent of the total volume. 
The highest estimate, which was given by two dealers, was 5 
per cent, and most of the reporting houses stated that they 
either handle none or almost none, or a very limited amount. 
One dealer adds that “we believe the commercial paper market 
should be made available only for strong borrowers who, by 
reason of their size and strength, enjoy a single-name credit.” 

-Estimates of the proportion of double-name nontrade paper 
_ differ somewhat. Two dealers who showed lower figures for 
single-name paper have a rather high figure, namely, 30 to 35 
per cent, but other estimates place it at 10 to 15 per cent, and 
several other dealers state that they themselves handle but little 
of such paper. “The only prominent class of indorsers of paper,” 
states one dealer, ‘‘are the commission houses, who indorse or 
guarantee the paper of. textile mills for whom they sell.” He 
notes that the commission houses, especially in New England, 
make no financial statements. This paper is stated to be dis- 
tributed somewhat differently than the other types of paper. 
Another dealer states that indorsement is found largely in the 
case of small closed corporations, where the officers or directors 
individually will indorse. 

The use of collateral notes is stated by some dealers to be 
very limited, while several estimate the amount at about 5 per 
’ cent of the total volume, and one places it at 10 per cent. Sav- 
ings banks in New England often purchase collateral loans. 
One dealer states, however, that he does not believe that on the 
whole a great deal of collateral paper is sold in the East, but 
there is a large business in the South and West in cattle and 
cotton paper, and throughout the country considerable paper of 
large cold-storage warehouses secured by warehouse receipts is 
sold, although such paper is usually distributed close to its 
source. The great majority of warehouse paper, however, will 
be placed direct with banks and not pass through the commercial- 
paper house, as it is necessary that the warehouse receipts be 
readily available to the maker. In general, collateral will con- 
sist of securities, stocks or bonds, either listed on one of the 
exchanges, or well known locally, although instances of cotton 
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warehouse receipts, chattel mortgages on cattle, and installment 
notes are also reported. One dealer states that this paper is 
largely of individuals, although some is of stock exchange 
houses. The margin generally specified against listed security 
collateral is 20 per cent, although 25 and 30 per cent are also 
noted. Two dealers who refer to other classes of collateral state 
that the margin varies from 10 per cent to 100 per cent, accord- 
ing to how well known and marketable it is. The dealer in 
almost all cases looks to the maintenance of a satisfactory margin, 
although, states one dealer, he is not legally obligated to do so. 
One dealer, however, states that in the case of collateral loans 
some banking institution has generally been designated as trustee, 
and the purchaser accordingly expects very little of the com- 
mercial-paper house in the way of watching the margin. 

In almost all cases, the maker is also the payee, and the note 
reads: “Pay to the order of ourselves.” The note is then 
indorsed in blank by the maker. This is the case both with 
single-name paper, double-name nontrade paper, and collateral 
notes. By this means the notes are rendered negotiable, and 
the dealer avoids indorsing them. He guarantees only the 
genuineness of the signature. 

Registration of paper—Following the panic of 1907, registra- 
tion of paper was often advocated as a means of safeguarding 
purchasers by giving definite knowledge as to the amount of 
paper outstanding. In 1911 one of the New York trust com- 
panies made arrangements for registering paper, and other 
prominent financial institutions announced the inauguration of | 
similar facilities, but the service has only been availed of by a 
few borrowers. 

Denominations.—It is generally agreed that the greater part of 
the paper is in $5,000 denominations. The estimates of the 
percentage of the total paper outstanding in normal times which 
is in this denomination range from 50 to 75 per cent. The 
next most frequent units are $2,500 and $10,000. The per- 
centage estimates which have been received generally place the 
proportion of the former as considerably greater than the latter, 
although two houses regard the normal percentage as approxi- 
mately equal in the two cases. Some: houses state that the 
proportion in denominations in excess of $100,000 is very small, 
although several show a considerable percentage, the units speci- 
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fied being $25,000 and $50,000, and by some dealers also $100,000 
and $500,000. One dealer states that “when we get large blocks 
of paper from any one concern, we often receive large denomina- 
tions, running as high as $25,000 or $50,000,” while another 
notes that “the denominations are to fit the case of a bank where 
it can only lend a certain percentage of capital and surplus to any 
one name.” 

During about the last two years the normal percentages have 
been very much altered. This has been due to the fact that the 
great bulk of sales during that period have been made direct 
to country banks. The dealer adjusts the denominations accord- 
ing to the current requirements of buyers, considering whether 
the large city or the smaller country banks are buying. A much 
larger proportion of notes are therefore at present in $2,500 de- 
nominations, while denominations larger than $10,000 have cor- 
respondingly declined, and the proportion of $10,000 pieces is 
also stated by some dealers to have declined. The greater use 
of the $2,500 denominations has fee considerably to the dealer’s 
expense of doing business. 

Maturities—Reports received indicate that the majority of 
paper has a maturity of six months. Some dealers, however, 
show a lesser average or customary maturity, in some cases four 
and in some cases five moriths, while others give the customary 
maturity as from three to four, four to six, and five to six months. 
The shortest maturity shown was two months, this dealer also 
stating that in very easy money markets he has sometimes sold 
paper, in exceptional instances, as long as eight or ten months. 
Two dealers note a tendency toward shorter maturities under 
present conditions. One states that the majority of his notes 
now run from four to six months and under normal conditions 
from five to six months, while the other states that he takes a 
much larger percentage of three months’ notes than formerly 
and a smaller percentage of six months’ notes. “Variations in 
maturities are occasioned,” states one dealer, “by the nature of 
borrowing and by interest rates. In an easy money market, six 
months’ paper usually predominates, as the borrower has only to 
pay two commissions a year. In a tight money market, four 
months’ paper predominates, for the reason that the buyer needs 
only to carry the paper about thirty days before it is rediscount- 
able at the Federal Reserve Bank, and most buyers of paper, 
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during periods of tight money, wish to have quickly realizable 
investments. Seasonal lines of business usually borrow for six 
months, with a renewal of three or four months.” If there is 
a tendency toward cheaper rates, however, banks naturally buy 
as long maturities as possible, while the reverse is the case if 
there is a tendency toward higher rates. Most dealers who have 
considered the matter state that there is little variation in length 
of maturities, according to the line of business of the maker. 
Paper is not renewed except in periods of stress. Savings 
banks, however, it is stated by one dealer, will renew paper in-— 
definitely. Instead, new paper may be sold to replace current 
maturities, and thus the liquid character which such paper pos- 
sesses for the individual holder is preserved. In actual practice, 
however, the proportion of paper which is replaced by other 
paper appears to be high. Two dealers estimate that about 50 
per cent is replaced, while another places the figure at 75 per 
cent, but states that the number of replacements varies very 
greatly with different lines of business and different market con- 
ditions. The latter states that in the case of nonseasonal lines 
“there might, under ordinary market conditions, be no limit to 
the number of ‘renewals’ granted, provided, of course, that the 
concern in question keeps its affairs in a good liquid condition 
with a good proportion of quick assets to debt at all times.” 
Rates. In the present study no effort has been made to consider 
the relation between open-market rates charged customers by 
banks. Instead, attention has been confined to differences be- 
tween commercial-paper rates themselves and to the method 
followed by the dealer in taking the paper from the borrower. 
Differences between markets—A number of dealers state that 
no considerable variation is found, and point to the fact that they 
offer their paper at the same rate in all markets. On the other 
hand, certain differences have been indicated by other dealers. 
These in general, however, do not exceed one-half of 1 per cent. 
Some markets buy more freely at certain seasons of the year, and 
thus in the Middle West after crop moving time the dealer may 
be able to place paper at a trifle lower rate, but the difference, 
states one dealer, will not exceed one-fourth of 1 per cent. One 
dealer states that at times in the past the coast market has been 
for quite sustained periods one-fourth to one-half per cent below 
the Eastern markets, while at times the New York market has 
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been for very brief periods substantially below other markets, 
although this is exceptional. Another dealer observes that when 
rates are high New York as a rule is “at the top,” while when 
rates are low it is “at the bottom.” Several dealers note a ten- 
dency for changes in rates to move across the country in a regular 
wave from east to west, the latter being affected two or three 
weeks after the New York market has been, although one observes 
that this is not invariable. 

Difference between lines of business——Some differences in rates 
between different lines of business have been reported. Certain 
lines and short maturities, state several dealers, at times command 
a rate lower than the general market rate, this being true of lines 
which can be quickly liquidated. One dealer believes that as a 
general proposition a few staple lines, such as groceries, dry goods, 
and hardware, probably sell at a somewhat lower rate. Several 
dealers agree that certain New England mill paper, bearing com- 
mission house indorsement, commands a lower rate in markets 
where it is sought after, while a middle western dealer states that 
this is the case also with grain paper secured by registered ter- 
minal warehouse receipts. On the other hand, states one dealer, 
certain lines do not always command a ready sale, in particular 
luxury lines, such as automobiles, jewelry, and pianos. On the 
whole, however, dealers state that differences are found rather 
with respect to the individual borrower, or, as one dealer expresses 
it, the matter is “purely a question of credit combined with supply 
and demand.” The rate is then determined by the strength of 
the borrower, usually, remarks one dealer, from the standpoint 
of high indebtedness to total resources, and by the infrequency 
with which the name comes into the market. It is stated that “no 
general rule is possible applying to most single-name paper. Some 
of the very large and nationally known names frequently bear a 
lower rate than others in the same line of business, the latter not 
being so strong or so well known., When the market is broad 
and paper moving readily there is frequently a spread of one-half 
of 1 per cent in rates, depending both on the class of paper offered 
and fhe excellence of the concern’s statements.” Another dealer 
states that the “spread” has been greater. during recent months. 

Outright purchase versus consignment business.—It is generally 
stated that most commercial paper is purchased outright by dealers, 
who then resell it as occasion offers. This is on the whole con- 
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firmed by the present study. The dealer then purchases the paper 
outright at a flat rate, less also his charge for handling or “com- 
mission,” as it is called, and “takes his chances” on being able to 
resell at a profit. If rates decline, he gains, but if they increase 
his margain decreases and may disappear. The borrower receives 
payment at once from the dealer when he delivers the paper to 
him. But some exceptions to the practice are found, and these 
appear to be more frequent than has generally been believed. 
One large dealer states that he “endeavors to avoid speculation in 
pever, and thus tries to buy so that the account will protect him 
against changes in rates.” He, however, places the funds to the 
credit of the maker at once, and merely makes an adjustment in 
case the rate changes. Another large dealer states that he pur- 
chases fully 90 per cent of his paper on an “open-rate” basis. 
The dealer then deducts an approximate amount to cover interest, 
as well as the commission, and remits the net amount to the bor-- 
rower immediately on receipt of the paper. He states that his 
customers are perfectly willing for him to protect them in an ad- 
vancing market, as he is to protect them in a declining market, 
and cites the fact that about the opening of May—e.g., he saved 
his customers considerable money on unsold blocks of paper which 
he had on hand. 

One dealer states that some dealers may retain—e.g., 10 per 
cent to be paid only when the paper is actually sold. Regular con- 
signment business, however, apparently relates rather to cases in 
which the dealer makes no advance at all to the borrower, instead 
of cases in which the rate merely is left open, but the paper paid 
for at once by the dealer. The volume of such business which is. 
reported is, however, small. One dealer states that “most brokers 
occasionally take paper on consignment—for instance, when a 
borrower may not be in immediate need of funds, but does desire 
to take advantage of any sales that can be effected on the open 
market, frequently for the purpose of reducing borrowings at the 
borrower’s own banks, or in a particularly slow market, piling up 
money in advance of actual requirements.” This dealer states 
that “in a steadily advancing market, or when the market is very 
dull and very little paper is moving, we sometimes make advances 
of a round amount against a block of paper, remitting the bal- 
ance to the borrower as the paper is sold.” In a few instances, 
where the maturities are exceptionally short, he charges the bor- 
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rower a net rate of interest without commission, which some- 
times brings the profit a trifle under the customary one-fourth of 
1 per cent. 

The dealer’s commission—The customary commission which 
the dealer receives for his services has been one-fourth of 1 per 
cent for many years, and is made irrespective of the maturity of 
the paper. This is still charged by the majority of the houses. 
Last year, however, the increased cost of doing business attendant 
upon the increased distribution to small country as against large 
city banks caused several dealers to raise their charge to one-half 
of 1 per cent. One dealer is stated to have done this only in the 
case of the poorer risks, the charge to the better risks remaining 
at one-fourth of 1 per cent. One dealer states that the same 
result has been achieved in some cases by insisting upon three 
months maturities, instead, as heretofore, taking four, five, or sic. 
months paper. Another dealer states that he has heard of cases 
during the past year where the dealer who has acted more or less 
as a banker for a client, owing to his inability to dispose of the 
paper, has charged a larger amount to compensate him for tying 
up his own money in order to take care of his client. 

Operation of the Individual Commercial Paper House. 
Buying and selling paper——Paper is often purchased only by the 
principal offices, in particular New York and Chicago, and Boston 
in the case of houses whose head office is located there. Certain 
houses also permit offices covering other sections, such as St. © 
Louis and San Francisco, to purchase paper, but such purchases 
are subject to the approval of the head office as to amounts, names, 
and rates. As a general rule the staff engaged in purchasing or 
soliciting new accounts is small as compared with that engaged 
in selling, and men are shifted from the one task to the other as 
occasion requires. When money is easy, say about 4 per cent, 
states one dealer, he shifts men from selling to getting new 
accounts, while when money is tight the reverse will be the case. 

Stocks of paper are generally carried at the principal offices, 
and in some cases also in San Francisco, although smaller stocks 
may be carried at some of the lesser offices. The purpose is to 
provide the maximum service to buyers and to deliver paper with 
as little delay as possible. The centers in which stocks are car- 
ried correspond in a broad way to those which purchase paper. In 
one case, however, it is stated that the Philadelphia stock is car- 
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ried in New York, owing to the small distance between the two 
centers. One dealer states that some branches may sell local paper 
locally without passing it on to New York or Chicago. Another 
dealer sometimes takes paper from his affiliations and carries it 
himself in order to render it immediately available for delivery 
in his own market, while in other cases he takes it merely to fill 
orders as they are received from his purchasing banks. 

Where houses employ correspondents to some extent, reciprocal 
arrangements for taking paper from each other exist, and the 
profit is divided on paper sold through correspondents. One 
dealer states that “one office may buy outright from another office 
that originates the paper, take a block on consignment, or buy 
as it sells the paper.’’ In the last case, an option is usually granted 
by one office to the other “covering the option that by necessity is 
granted to the bank purchasing the paper.’ Where several sep- 
arate dealers are employed by an account, each generally has a 
clearly defined territory within which he will sell the paper, and 
the borrower deals with each entirely independently of the other. 
The dealer, however, is advised of the total borrowings, both in 
the open market and from bankers. 

Financing the business—Most dealers state that the rate of 
turnover of their own capital varies so greatly from time to time 
that no estimate can be given. On the other hand, estimates were 
given by several dealers. One gave the figure as forty to fifty 
times per annum, another as roughly fifty times (based upon the 
capital used in the commercial paper end of his business). A 
third gave the figure as one hundred times, a fourth stated that it 
varied from fifty to one hundred times, and a fifth placed it at 
about 150 times. One dealer explained the range as probably 
found in the case, on the one hand, of dealers buying paper out- 
right, who turned their capital over fifty times, and, on the other 
hand, of dealers taking paper on consignment, who turned their 
capital over one hundred times. 

An indication was also obtained from several dealers of the 
relative proportion which their borrowings from banks bears to 
their own capital. One stated that the greatest part of the funds 
used to carry paper was obtained from his banks, while another 
smaller house, however, stated that fully half the time it carries 
paper without obtaining loans. Two dealers furnish more definite 
estimates, one stating that his borrowings varied from three to six 
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times his own capital, depending upon market conditions, while 
another stated that during the abnormal conditions prevailing 
during the past year or so, his borrowings were two to three 
times his own capital. One dealer, who stated that conditions 
varied greatly from time to time, cited the fact that when he be- 
heved it advisable, he curtailed his purchases of paper and might 
loan on call or buy bankers’ acceptances. 

The number of important bank accounts carried and the num- 
ber and location of centers in which the dealer borrows depends 
in most cases upon the number of centers in which he purchases 
and keeps stocks of paper. Thus, some houses, states one dealer, 
may have thirty to forty accounts. In general, these offices bor- 
row the funds required from the local banks, principal borrowings, 
of course, being in the larger centers. The balances which are 
kept in the smaller centers in certain cases become mere working 
balances, remittance being made from these centers for the paper 
bought. Some dealers, however, borrow only in the center in 
which their head office is located, while one dealer who does this 
also at times arranges loans in another center through the head 
office. 

The commercial paper house in most cases uses the paper which 
it holds, whether it owns the same or has merely made an advance 
against it, as collateral for the loans which it obtains. In some 
cases stocks and bonds are also used as collateral, but, except in 
the case of one dealer, to a far lesser extent. One dealer states 
that he may borrow on securities in the case of a time loan, in 
order to avoid substitutions, or on commercial paper in the case of 
a demand loan. <A small proportion of borrowings are unsecured 
in the case of several houses, “usually with the same banks who 
give us lines against our paper,” states one dealer. Some banks 
do not ask for any margin, while other banks request 10 per cent 
and to a lesser extent 5 per cent. One dealer states that banks 
are now “overzealous in the matter of margins.” The margin on 
mixed collateral, states one dealer, is 20 per cent, and another 
dealer in general gives this margin on commercial paper also, al- 
though it is not required. It is stated that the banks do not re- — 
quest dealers to keep average balances, as in the case of ordinary 
commercial borrowers, although the dealers endeavor to keep fair 
balances. Several dealers, however, give required percentages as 
10 and 20 per cent, and one from 10 to 25 per cent. “Loans made 
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to a commercial-paper broker,’ comments one dealer, “are gener- 
ally of short duration, and are much sought after by banks.” 
Another dealer states that he borrows chiefly from banks in which 
he carries no deposits. 


C.—DEALING IN ACCEPTANCES * 


Definition of Term “Dealer.” The following description ot 
methods employed in buying and selling acceptances is based upon 
the answers to questions furnished by the principal dealers in 
New York, Chicago, and Boston, who have kindly agreed to give 
this information. As the inquiry has been confined to dealers’ 
practices, it is desirable to define the term “dealer” as it is em- 
ployed in this article. An acceptance dealer is an individual, firm, 
or corporation engaged in actually buying and selling the accept- 
ances of others. A portion of the profit that may be derived 
from such operations comes from disposing of the bill at a lower 
rate of discount than that at which it is bought, and bills are 
bought to be sold as speedily as possible. Thereby the acceptance 
dealer is to be distinguished from the investor on the one hand, 
and on the other, from institutions that find their profit in grant- 
ing acceptance credits. Institutions that do a direct acceptance 
business may at the same time buy and sell acceptances of others 
in addition to handling their own obligations, but the term “‘dealer” 
has in general been restricted to those who “deal in” the accept- 
ances of others. One reporting dealer, however, who has the 
privilege of accepting bills, has at times exereised that privilege 
to a considerable extent. Another dealer who also has the right 
to accept does not make use of it. 

Function of the Dealer. The function performed by dealers 
as intermediaries between accepting banks and houses on the one 
hand and investing banks and the public on the other is quite 
evident. In the absence of a ready market for the sale of accept- 
ances, an accepting bank may find it necessary to carry its own 
acceptances for the drawer, and in that case the accepting bank is 
put in the position not only of granting its credit to the drawer but 
of actually carrying him. The result is that the purpose of the 
establishment of the acceptance credit, namely, to lend currency to 
a bill on which the drawer can realize without engrossing the re- 
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sources of the accepting bank, has been defeated. Or, if the 
bank is not constrained to hold its own acceptances, it may have - 
no other recourse than to negotiate directly the sale of these 
acceptances to investment institutions. To do this effectively on 
any large scale, however, necessitates a considerable organization 
and a large variety of bills, and for many banks would be quite 
impracticable. Moreover, when bills are marketed directly by the 
acceptor, conditions are not as favorable for achieving an impartial 
appraisal of such offerings by the open market as they are when 
the bills have been subjected to a process of evaluation by passing 
through the hands of men whose business it is to deal in accept- 
ances. 
In short, the services of the dealers are similar to those per- 
formed by middlemen everywhere, 1.c., the creation, or more ex- 
actly, organization of a market to which both buyers and sellers 
may resort without loss of time and in the expectation of finding 
a scale of prices, or, as in this case, of rates which reflect current 
market conditions. The existence of a market for acceptances 
which can be relied upon by sellers to absorb their offerings im- 
mediately depends upon the extent to which a professional dealer’s 
demand ‘has been built up, as direct reliance upon the investment 
demand means an appeal to a heterogeneous group, which in 
turn means numerous uncoordinated, and uncertain markets. 
The dealers, however, in order to be in a position always to handle 
all legitimate offerings, must in their turn not only have established 
extensive contacts with many types of investors, but they should 
also be able at all times to secure sufficient funds at rates low 
enough to make it possible for them to carry large and well 
diversified portfolios at a moderate profit. The margin of profit 
secured by the dealer from the difference between his bid and offer 
prices is, in a well-developed market, more than compensated for, 
from the point of view of the seller, by the advantage that comes 
from instantaneous sale. By securing acceptances from various 
sources, dealers are also in a position to facilitate sales by the 
variety of their offerings as regards names, maturities, denomina- 
tions, and other factors. And, being specialists, the dealers are, 
as already indicated, in a position to arrive at the true open-market 
appraisal of the bills that pass through their hands. If one fails 
to do so, the competition of other dealers will force conformity. 
The result is the establishment of more equitable rates and a 
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broader and more fluid market, which again encourages and, in- 
deed, is an indispensable preliminary to a further extension of a 
properly conceived acceptance business. 

Number of Dealers Furnishing Data. The information 
which follows is based upon reports received from dealers operat- 
ing in New York, Boston, and Chicago. Of the six reporting 
dealers doing business in New York, two have their main offices 
in Boston. The Boston offices also made reports concerning the 
extent of their dealings in that market, while all other returns 
from Boston and from Chicago came either from branches or 
from correspondents of three of the six dealers mentioned. 

Purchases of New York Dealers—Amount and Sources 
from which Obtained. In order to obtain an idea of the magni- 
tude of dealers’ operations in the several markets and the relative 
amounts purchased from various classes of holders, dealers were 
asked to state the average amounts of the portfolios carried dur- 
ing the year ending June 30, 1921, and the per cent of the total 
purchases obtained from drawers, from acceptors, from indorsers, 
and from all other sources... In New York the sum of the average 
amounts of the portfolios carried by six reporting dealers during 
the period in question was approximately $54,000,000, and, con- 
sidering the rapid turnover, it is evident that these dealers did a 
large volume of business in the course of the year. As a matter 
of fact, business done by nonreporting dealers in the New York 
market was so insignificant that the returns as given are practically 
inclusive. The greater part of the acceptances purchased by the 
six New York dealers came directly from accepting banks and, 
with one exception, were around 50 per cent or more of total 
purchases. The average amount of all purchases obtained from 
acceptors was 50.5 per cent (average weighted according to the 
size of the average portfolio); from indorsers, 16.3 per cent; 
and from all other sources, 33.2 per cent. Four of the six dealers 
who reported separately purchases obtained from drawers showed 
the following distribution: From acceptors, 48.6 per cent; from 
indorsers, 14.8 per cent; from drawers, 11.5 per cent; and from 
all other sources, 25.1 per cent. A desire was expressed by a 
number of the New York dealers to encourage the presentation of 
bills directly by drawers or indorsers. It is evident that this 
preference lends support to the statement set forth above, namely, 
that the less the reliance placed by the drawer upon the accepting 
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- institution in disposing of his bill the more sharply defined be- 

comes the fundamental character of the acceptance as a loan of 

credit and not a loan of funds by the accepting bank. Naturally, 

in the slow upbuilding of a new institution, the theoretically most 

desirable processes are not always immediately capable of adop- 

- tion; and so it is in the present instance, as dealers who expressed 
a preference for receiving bills from the drawer or indorser never- 
theless obtained not much more than a quarter of their holdings 
from those two sources. 

Purchases of Boston Dealers. The returns. from three of the 
four reporting Boston dealers gave estimates of the average 
amounts of the portfolios carried during the year ending June 30, 
1921. The sum of the averages so reported amounted to approxi- 
mately $5,000,000, but as the returns for the Boston market do 
not include all the local dealers, their significance is found chiefly 
in connection with statements of the sources from which these 
bills were obtained and the way in which they were distributed 
among investors. Over 90 per cent of the acceptances bought 
by three dealers were obtained from the acceptors. The com- 
bined percentages, weighted according to the size of the average 
portfolios, were 93.3 per cent for purchases oo" acceptors; 5.7 
per cent from drawers; none from indorsers; and 1 per cent from 
other sources. A fourth dealer, who did not give actual per- 
centages, stated that the largest supply of bills @ame directly from 
accepting banks and that direct purchases were made from only 
a few drawers. 

Purchases of Chicago Dealers. The average size of the 
portfolios carried by three reporting dealers in Chicago can not 
be exactly determined, but the sum of the averages was probably 
between $3,000,000 and $4,000,000 during the year ending June 
30, 1921. No attempt has been made to average returns showing 
the percentages of total purchases obtained from various classes 
of holders, as the percentages showed such a wide spread that 
averages would be misleading. The major portion of the bills 
dealt in, however, came from acceptors. 

Location of Accepting Banks. In all three cities the accept- 
ances dealt in were in large part those of local institutions, but 
in the Boston and Chicago market they were in general obtained 
from a more restricted area than in the case of New York. Al- 
though the acceptances of New York institutions constituted at 
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least 70 per cent or more of the purchases of at least three New 
York dealers for the year ending June 30, 1921, the New York 
houses nevertheless obtain bills over a wide area, and some of the 
reporting dealers make purchases in other large centers through 
the medium of branches or correspondents. Out-of-town busi- 
ness is generally secured largely by means of the telegraph and 
telephone, and its origin no doubt depends chiefly upon established 
connections made through other types of activity in the commer- 
cial paper and securities markets. Locally, representatives of the 
dealers call daily on designated banks to find out what bills are 
for sale. Purchases are made outright as a rule, and only in a 
very limited number of instances, and then infrequently, do some 
dealers act as brokers in the purchase and sale of acceptances. 
In the Boston market over 90 per cent of the acceptances dealt in 
by the reporting houses were those of banks located in that city, 
while the rest were acceptances coming chiefly from banks in the 
larger cities of New England, although the market also absorbed 
some New York, Chicago, and western bills. The methods of 
getting into touch with local banks and outside interests are the 
same as in New York. A similar situation is found in Chicago, 
where the major part of the acceptances dealt in originated with 
Chicago banks. 

Arranging Acceptance Credits. Practice differs among 
dealers in the matter of making arrangements whereby individuals 
desiring to obtain credit in the form of acceptances can be put in 
touch with banks that will accept for them. Some houses prefer 
not to undertake to make these connections, believing that dis- 
cussion should be held directly with the banks and that interven- 
tion may put them under obligations to market the bills drawn. 
Others are ready to perform this service regularly and sys- 
tematically. 

Denominations of Bills. Bills are very commonly drawn for 
sums ranging from $5,000 to $25,000, and $50,000 denominations 
are not unusual. When an acceptance credit is so large that it 
becomes desirable for purposes of sale to offer it in the form of 
several bills, only one bill will, as a rule, be drawn for the odd 
amount. But in the case of import bills, especially, odd amounts 
are frequent, and the sums involved are often less than $5,000. 
One dealer states, however, that his actual range during the past 
year was from $10 to $800,000. 
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Sales Distribution, by Classes of Investors. With a view 
to determining the relative importance of the various groups of 
investors to whom sales of acceptances were made during the 
past year, questions were put concerning the percentages of total 
sales, exclusive of sales to Federal reserve banks, made to savings 
banks, to other banks and to corporate and private investors. 
Inquiry was also made concerning the territorial distribution of 
the sales effected. The distribution of acceptances among the 
several classes of investors showed great variation from dealer to 
dealer, making average percentages misleading in some instances. 
For the six New York dealers sales to banks other than savings 
banks averaged over 60 per cent of total sales for the year end- 
ing June 30,1921. The sales to private individuals and corporate 
investors ranged from less than 10 per cent to over 15 per cent, 
while the distribution to savings banks was highly irregular, vary- 
ing from less than 5 per cent to a maximum of 50 per cent. The 
figures showing distribution of the sales of reporting Boston 
dealers, if given in the form of averages, are not typical, as one 
firm disposed of much the greater part of the acceptances handled 
to savings banks, with few sales to other banks, whereas in the 
other three cases the practice was the reverse. Sales to corpora- 
tions and private individuals were also variable, but for three 
dealers the average was about 15 per cent. The information ob- 
tained from Chicago concerning sales distribution was not avail- 
able in sufficient detail to afford comparable statistics. 

Sales Distribution According to Location. The data given 
above show that the chief reliance of the dealers in seeking a 
market for acceptances has so far been the banks. The location 
of such purchasing banks is a matter of interset, and questions 
were accordingly asked concerning the territoriai extent of sales 
distribution. In the case of New York dealers, it appeared that 
about 50 per cent of the sales to banks during the past year were 
made in New York City or vicinity. The outside distribution is 
widely scattered, but acceptances ,are chiefly lodged with the 
banks in the larger cities. One dealer says that his firm has dis- 
tributed bills in thirty-eight states and more than 400 cities. Most 
of the regular dealers are also engaged either in selling commer- 
cial paper or in handling stocks and bonds, or else they follow 
both lines of activity. Hence they are in a position to utilize the 
existing selling organizations and to place acceptances through 
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their branches or through correspondents. In New York City 
special salesmen are sometimes employed, and in all cases daily 
visits by firm representatives are made to banks and other instt- 
tutions who may be possible purchasers of acceptances. One 
dealer has a special local selling organization, consisting of a man- 
ager of the acceptance department and six salesmen in New York 
City, to cover all classes of investors in bills—i.e., national banks, 
trust companies, savings banks, insurance companies, other cor- 
porations and firms. The private investors are taken care of by 
the private investors’ department. Sales of reporting Boston 
dealers were largely confined to Boston and New England, but 
were widely distributed within that territory. One house, for 
example, stated that it had covered 150 New England cities and 
towns as well as a number of middle western and western cities. 
The sales of reporting Chicago dealers were largely confined to 
the Seventh Federal Reserve District and were chiefly made to the 
smaller banks in the country. 

Methods Employed in Selling Outside City. General and 
very extensive reliance is placed upon circularization for effecting 
sales to outside interests, supplemented by the use of the telegraph 
and telephone. The daily offering sheets, sent out as a rule to 
the number of 500 copies or more to the principal banks and a 
few corporations and individuals, are an important means of secur- 
ing orders, especially from outside the city. In the majority of 
cases no use is made of traveling representatives in furthering 
the sale of acceptances except in connection with the transaction 
of other business. However, the Boston office of one dealer has 
three traveling salesmen who devote the major part of their efforts 
to the promotion of the acceptance business, while in the New 
York office of the same house three men spend part of their time 
visiting out-of-town banks. Another dealer, with a large number 
of branch offices throughout the United States, reports that al- 
though the salesmen are primarily interested in the distribution of 
long-term securities, they also carry acceptances regularly and 
- transmit orders to their respective offices, from which such orders 
are forwarded to one of the four large cities in which acceptance 
portfolios are carried. A third dealer, with correspondents in 
nine large cities located in eight Federal Reserve districts, buys 
and sells prime bills through these correspondents. It should be 
remembered, however, that the New York banks which purchase 
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acceptances frequently do so for correspondents scattered over a 
wide area. Otherwise, as stated,- the outside distribution is 
largely governed by the location of branches, affiliations, etc., of 
the respective dealers. ‘The majority of dealers state that they 
do not indorse the acceptances that they sell, although one house 
has indorsed a very limited amount but only “for a consideration.” 

Borrowed Funds—Amount and Terms on which Obtained 
—New York Dealers. A question concerning the average 
amount of borrowed funds used in carrying acceptances during 
the year ending June 30, 1921, brought out the fact that in the 
New York market three reporting dealers borrowed all funds so 
employed. ‘This is possible because of the fact that such dealers 
have established banking relationships and obtain the necessary 
advances in connection with other lines of business. Only one 
large dealer, whose principal business consists of buying and sell- 
ing acceptances, has a substantial capital devoted directly to the 
purchase of acceptances and constituting a considerable percentage 
of the funds employed. For all six reporting New York dealers 
' the percentage of borrowed funds on the average to the average 
size of the portfolios carried was 84 per cent. Borrowed funds 
are almost without exception obtained on call, although in two 
instances it was stated that a negligible amount of time money had 
been occasionally used. The rates for time money, as a matter of 
fact, have not been low enough to enable it to be used in making 
purchases without a loss, or at least on the few occasions when it 
has been available the call rate has been even more favorable. In 
any case, the uncertainty in regard to the ability to utilize funds 
continuously makes it usually undesirable to borrow for fixed 
periods. The aim is to borrow just enough from day to day to 
take care of the daily purchases and to dispose of the bills so 
bought immediately. It is striking that one dealer alleges that 
the average yield of his portfolio did not exceed the cost of carry- 
ing in the case of prime bills, while the yield exceeded cost by as 
much as 1 per cent or more on nonprime bills. In another case 
the average yield did not exceed the average cost, and in three 
other instances the average yield exceeded the average cost by 
from one-eighth to one-half per cent. The weighted average 
(i.e., weighted according to the size of the average portfolios) gave 
the average yield for five reporting dealers as 6,2 per cent; the 
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weighted average (weighted according to average amounts bor- 
rowed) gave the average cost of the loans as 5.9 per cent. 
Borrowed Funds—Boston and Chicago Dealers. For three 
Boston dealers furnishing information iri regard to amount and 
cost of borrowed funds, the proportion of average total borrow- 
ings to the summed-up total of their average portfolios was 92.6 
per cent for the year ending June 30, 1921, and the average yield 
of these portfolios was just equal to the average cost of borrowed 
funds. Call loans were, with occasional minor exceptions, ex- 
clusively employed. Although returns from Chicago were in- 
complete, two reports showed that portfolios were carried entirely 
through the use of borrowed funds. In one case the average 
yield was just equal to the average cost of the borrowed funds. 
In the other case the average yield was not given, but as the 
average cost of borrowed funds was slightly higher than in the 
‘first instance, it probably was at least equal to the average yield. 
Significance of Narrow Margins Between Average Yield 
and Average Cost. It would appear from the data given above 
that the operations of reporting dealers in Boston and Chicago 
were not carried on upon a basis to yield a profit directly. In- 
directly, however, there may be a certain amount of interchange 
between branches of the same firm or between correspondents, 
which in the long run may be worth while, even though it brings 
no addition to the net earnings of the outside dealer. Even in 
New York City the margin between average yield and average cost 
was harrow and in one case nonexistent. It is obvious, therefore, 
that a very slight change in rates may bring losses to the dealer, 
and if, when the demand for bills is light, he is carrying a heavy 
portfolio on money borrowed at rates higher than the average 
yield on his bills, his continuous daily loss may easily become so 
large as to force him to liquidate his bills at whatever they will 
bring and retire from the business. In any case a rapid turnover 
is essential if borrowed funds are to be used profitably. To the 
extent that dealers are employing their own capital in the direct 
purchase of acceptances, their ability to hold these acceptances 
under unfavorable conditions of the money market is obviously 
strengthened. They can at least carry their purchases for what 
they will bring, and their loss, if loss it be, on the capital invest- 
ment merely involves a foregoing of what might have been secured 
in alternative forms, But as few dealers have much capital di- 


—— 
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rectly invested in the business, and as they employ call-loan funds 
almost exclusively, rapid conversion is at times essential. When 
the investment demand is. not adequate to absorb the offerings, 
the market is supported by those Federal reserve banks which are 
ready to buy acceptances from dealers under repurchase agree- 


ments limited to fifteen days. Except for funds so made available 


by Federal reserve banks, loans are obtained by the reporting 
dealers very largely from local banks. In view of the existing 
situation, it is evident why preferential rates are granted to dealers 
by certain banks anxious to build up the acceptance market by 
providing it with a steady flow of funds at rates that enable the 
proceeds to be used in buying bills. 

Conclusion. A broadening and stabilizing of the dealers’ 
market is highly desirable for reasons already set forth. The ex- 
pansion need not be limited by the rate of growth of acceptance 
business in general, but should proceed at a faster pace as it 
becomes more generally recognized that dealers have a function 


‘to perform that is vital to the upbuilding of a broad and depend- 


able open market. Dealers will, however, only be able to expand 
their purchases and thereby offer a ready outlet for acecptances in 
proportion as they can feel assured of being able to control 
adequate supplies of credit at rates that yield a necessary profit. 
Moreover, an increase in the scale of their operations implies an 
expansion of the investment demand which they satisfy. It is 
evident that there exists a large opportunity for the development 
of such an investment demand, especially among corporations and 
private individuals, as so far dealers’ sales have been principally 
confined to banks. 


D.—_ FINANCE COMPANIES * 


_ Since about 1900 there has been developed in the United States 
a group of organizations variously known as finance companies, 


* Federal Reserve Bulletin, January, 1923. This article presents the result 
of a study made by the Division of Analysis and Research [of the 
Federal Reserve Board] of the operations of finance companies. That part 
on discounting receivables is based upon data secured from twenty com- 
panies, that on wholesale financing of automobiles on twenty-three 
companies, and that on retail financing of automobiles on sixty companies. 
Acknowledgement is due these organizations for kindly furnishing the 
information, and to those leading authorities in the field who have read 
and made suggestions on the tentative draft of this report. . 
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credit companies, or discount companies. Their business may 
include one or more of the following: (1) Discounting or buy- 
ing commercial receivables—i.c., accounts, notes, or acceptances ; 
(2) advancing funds to ‘dealers with which to purchase automo- 
biles (wholesale sale of automobiles); (3) advancing funds to 
enable dealers to sell automobiles on the installment plan (retail 
sale of automobiles); (4) advancing funds to enable dealers to 
sell furniture, agricultural implements, books, musical instru- 
ments, refrigerators, restaurant fixtures, household utensils, elec- 
trical appliances, etc., on the installment plan; (5) advancing funds 
against merchandise. Specialization is noticeable, especially in 
connection with discounting receivables and financing automo- 
biles. Scarcely any companies undertake all the above classes. 
The larger firms in the field usually limit themselves to dis- 
counting receivables and financing automobiles. It is only with 
these two classes of business that the present study deals, inas- 
much as they comprise the great proportion of the total volume 
of business done. For clarity in the following study, “finance 
company” will be used where the general group of companies 
is referred to; “discount company,” in speaking of practices in 
connection with discounting receivables; and “auto-finance com- 
pany,” in referring to automobile financing. 
A recent study (Merrick, The Modern Credit Co.) states there 
are to-day over 125 finance companies in existence with an aggre- 
gate capitalization of approximately $100,000,000 and a volume of 
business amounting to $1,200,000,000 annually. An official of 
one of the largest companies gives a smaller figure in each case— 
$65,000,000 capitalization and $800,000,000 as the volume of busi- 
ness. Another authority places the volume of receivables dis- 
counted in the eastern States alone at roughly half a billion dol- 
lars a year. The size of the individual company varies greatly, 
from a capital of a few thousand to several million. The average 
size of the company specializing in discounting receivables, how- 
ever, is larger than that financing automobiles, as automobile 
business as a rule is much easier to obtain and new: companies 
can acquire a reasonable volume in a shorter time. Further, as 
one writer explains, “sellers of accounts receivable are, generally 
speaking, larger concerns than the average automobile dealer and 
will hesitate to place their business with a small or new com- 
pany.” Of the 125 companies mentioned above, 45 are incor- 
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porated under the laws of Delaware. In New York a number 
have incorporated under the banking laws of that State and 
are subject to regular examination by the State Banking Depart- 
ment. Both preferred and common stock are usually issued. 
Discounting Receivables. The range of industries from which 

receivables are acceptable is large, but most companies exclude 
certain lines. One company, for instance, states: “We do not 
like automobile tires or accessories, musical instruments, or lux- 
uries. We find the furniture accounts unsatisfactory.” In another 
company, “diamonds, furs, jewelry, and concerns selling small 
invoices to very small trade, like wholesale confectioners, cigars, 
etc., are practically excluded.” The same idea is expressed in 
more general terms by still another company, which excludes 
“lines highly specialized; lines lacking intrinsic value; lines not 
readily resalable; lines whose value depends on continuity of 
customers in business.” Accounts of municipalities or political 
subdivisions are not acceptable in some instances, while in others 
no objection is made. One discount company will not purchase 
accounts from a concern which sells a large portion of its product 
to a few firms. Some companies exclude from purchase any 
receivables of concerns not given first or second class credit rating 
by either Dun or Bradstreet; others accept a very limited number 
of customers of the lower ratings. The average net worth of 
companies selling their accounts is probably not above $100,000 if 
based upon the total volume of receivables purchased. The number 
of companies with a net worth of less than $100,000 is in the 
majority. From one-fourth to one-half of the total number of 
customers of discount companies have used up lines of credit at 
banks and sell receivables to supplement these lines. In no case 
is there a general rule that the “seller” maintain an open line of 
credit with banks, although frequently the discount company ad- 
vises it. The clientele of the larger discount companies is “fairly 
constant,” although a tendency toward outgrowth of the service by 
~ customers is reported by some companies. 

The Receivables—Accounts comprise a large proportion of re- 
ceivables discounted or sold, notes and acceptances aggregating in 
no case over one-third the total volume. Of the embodied credit, 
notes comprise the larger amount. Preference for notes or ac- 
ceptances as contrasted with accounts is about equally divided 
among the companies, with no noticeable tendency toward one or 
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the other in either the larger or smaller companies. In the pur- 
chase of receivables one of two plans may be employed: (1) The 
debtor may be advised (perhaps on the original invoice) that his 
account has been sold or assigned and that he will make payment 
to the discount company, or (2) no notice of the transfer may be 
given to the debtor. The plans are known as the “notification” 
and “non-notification,” respectively. The latter is used in the ma- 
jority of instances, but since the discount company under this 
plan must depend upon the integrity of the “seller” in forwarding 
remittances receivables will at times be taken under the’ notification 
plan when they would not be acceptable under the non-notification. 

Procedure in Discounting Receivables——When a concern ar- 
ranges to sell or discount its receivables, a contract is signed 
which provides, among other things, (1) the charges made and 
times of payment by the assignor ; (2) that, under the non-notifi- 
cation plan, the assignor permit the company’s auditors to call at 
their pleasure to inspect his books and other records; (3) that the 
assignor transmit on the day of receipt all original checks, drafts, 
notes, etc., received in payment or on account of any receivables 
sold to the company; (4) that the assignor give the company 
power of attorney to transact any business relating to the assigned 
receivables, including indorsement of checks, drafts, notes, and 
other documents with the assignor’s name. In addition the as- 
signor gives an actual assignment of his interests and title in 
the receivables, listing each invoice. Attached to the financial 
statement which the assignor is’ also required to fill out is an appli- 
cation for a fidelity bond, which the discount company may take 
out in any company it desires or carry itself. 

It is customary to advance, at time of purchase, about 75 to 80 
per cent of the face value of the receivables. The remainder is 
paid as the accounts are liquidated. One firm states that at times 
it will advance as high as 85 per cent, while one small company 
advances only two-thirds of the receivables’ face value. The 


theory underlying a partial instead of a complete advance has been 
stated as follows: * . 


Early in the history of our business experience we concluded that it 
would not be safe to advance the full face of an invoice, because of the 
infirmities attached to an open account. At that time manufactures and 


* A. R. Jones, quoted by Merrick. 


aie 
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wholesale dealers were making approximately 20 per cent on their turnover. 
As a matter of business, we felt that we could not afford to put more money 
into an account than our clients had invested. Hence an 80 per cent first 
payment, and the balance, less discount and deductions taken by the customer, 
became the fixed standard. 


To determine the maximum amount of receivables which wiil 
be purchased from any one seller four methods are in use: 

(1) Extend a line of credit and advise the seller thereof. 

(2) Set a maximum figure which the seller does not necessarily 
know. , 

(3) Have no set maximum but consider each group of receiv- 
ables separately. . 

(4) Agree to take care of all shipments so long as the discount 
company does not believe the seller is unduly expanding. 

Some companies employ all methods, but the most frequent is 
to consider each offering separately. Receivables offered are 
subject to the same credit investigation in all cases. The size of 
the discount company is the governing factor of the maximum 
which can be extended, and accordingly the amount varies a great 
deal. The minimum is also subject to wide variation among the 
various companies, one of the larger firms stating “an outstanding 
' balance of less than $10,000 is not desirable. The average desir- 
able balance more or less continuously outstanding, except in a 
seasonal business, is from $50,000 to $100,000.” 

Average maturity of the receivables purchased is from forty- 
five to sixty days. In most cases the maximum maturity is ninety 
days, although in some instances six months is allowed. It is the 
more common practice for the discount company to hold until 
maturity all notes and acceptances purchased and then collect them 
iiself. In some instances, nevertheless, the seller is allowed to 
make the collection and the notes or acceptances are released to 
him under a trust receipt a few days previous to their maturity. 
In all cases the seller remains contingently liable until the finance 
company is reimbursed. 

Credit Work.—The basis upon which receivables are purchased 
is most frequently the collateral—i.e., the receivables sold or 
assigned, rather than the credit standing of the “seller.” One of 
the largest firms in the field arranges the credit factors in the 
order of their importances as follows: 
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(1) Lines of business. 

(2) Class of customers. 

(3) Terms of sale; thirty-day invoices less hazardous than four 
months. 

(4) Our own experience with the accounts and “seller.” 

(5) Financial statement of the “seller.” 

(6) Report of our special credit investigators and monthly 
auditors. 

(7) Responsibility of personal guarantors. 


A second large company places the paramount importance upon 
the financial statement of the buyer. In all cases the financial 
statement must show a reasonably good financial position on the 
part of the “seller.” 

If receivables have been purchased under the non-notification 
plan, it is customary for the discount company every thirty or 
forty-five days to check the outstanding accounts on the “seller’s” 
books to detect any discrepancies in the amount remaining due as 
compared with that shown on the discount company’s books. This 
work is done by the discount company’s own auditors, who also 
prepare a monthly list of unpaid invoices, which the seller signs. 
The auditors may verify by correspondence with the debtor a part 
of the receivables outstanding. This practice of auditing or check- 
ing is followed by all companies reporting for this study except 
a few very small ones which do not maintain credit departments. 
If purchases are made under the notification plan, this checking 
is not necessary, inasmuch as remittances are made directly to the 
discount company. 

General experience of the companies is that from 10 to 20 per 
cent of the receivables run past due. One medium-sized com- 
pany, which gives the figure of those not paid at maturity at from 
15 to 20 per cent of the total, states that only 3 or 4 per cent run 
thirty days past due. In the case of a Baltimore and a Chicago 
company, the receivables over sixty days past due on June 30, 
1922, amounted to only 0.0135 per cent and 0.0127 per cent, 
respectively. It is the general practice of discount companies to 
carry the receivables for a certain period after they are due, 
usually thirty or sixty days, and then if still unpaid to require 
the “seller” to repurchase them, either by refunding the advance 
or by substituting new invoices. Loss to the company occurs only 
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in those instances where the “seller” will not repurchase the 
receivables and where fraud exists. Fraud, according to one of 
the leading authorities, is the greatest risk in the business, and 
results in the losses to his company varying according to the moral 
risk involved instead of by lines of business. In relation to the 
volume of purchases the total loss is remarkably low, especially 
in the larger discount companies. One company over a period of 
about ten years has had an average annual loss of 0.0012 per cent, 
and another over a period of five years, less than one-tenth of 1 
per cent. Seldom does the loss go over one-half of 1 per cent. 

Charges of the Discount Company.—The usual charge made 
by discount companies is one-twenty-fifth of 1 per cent a day 
on the net face amount of receivables, plus a charge of $5 per 
$1,000 on the first $100,000 of receivables within any twelve suc- 
cessive months. Some exceptions to this are found, as in the case 
of one company, which charges one-thirtieth of 1 per cent a day, 
while another makes a flat charge of 114 per cent a month. Since 
only 75 to 80 per cent of the face value of the receivables is 
advanced, the actual rate charged is correspondingly increased. 
Some companies in addition make a premium charge for a fidelity 
bond. This is very small, in one case amounting to between one 
one-thousandth and one eight-hundredth of 1 per cent on the 
gross amount of the receivables. The rate quoted includes all 
charges for both interest and services. In the words of one 
company the services include: 


We retain a very competent attorney for an annual retainer. His office 
services are at the disposal of our customers free of charge. We also 
maintain a very efficient credit department and a corps of efficient auditors 
and accountants who audit the books of our customers at least once a month 
and instruct the bookkeepers in the proper method of keeping accounts. 


Financing the Discount Company.—Nearly all discount com- 
panies supplement their capital to a considerable extent by 
borrowing: Depository banks are the source most commonly 
used. Some of the larger companies, however, have established 
their credit in the open market and borrow a large proportion 
through it. Individuals who advance funds as an investment 
furnish a very limited supply. It is customary to have some of 
the depository banks at points elsewhere than the head office, as 
this gives a wider spread of credit and, in some instances, offers 
collection advantages. An average balance of 20 per cent is main- 
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tained against loans. A “clean-up” with each bank is made once 
or twice a year for thirty to ninety days, but funds for the liqui- 
dation are usually borrowed from another source rather than 
through a reduction of indebtedness. It is the practice of some 
companies to pledge all their receivables with the trustee instead of 
maintaining a current portfolio. 

The most common form of obligation used in borrowing, both 
with banks and in the open market, is the collateral trust note. 
Collateral consists of receivables deposited with a trustee, gener- 
ally a trust company. The usual margin required is 20 per cent, 
but most companies report they always keep far in excess of this 
amount. Maturity is usually six months, although it may vary 
from thirty days to twelve months. Notes are issued in series, 
with denominations of $500 and multiplies thereof. The rate of 
interest varies from 4% to 8% per cent, according to the money 
market. - 

The annual volume of business of reporting companies ranges 
from five to twenty times their capital investment. A turnover 
of eight to twelve times is most frequent. The total amount of 
borrowing at any one time as compared with the discount com- 
pany’s own capital varies. One authority states: 

We consider well-managed credit companies with a minimum cash stock- 
holders’ investment of about $2,000,000 can safely borrow four to five times 
their stockholders’ investment, excluding investments in other companies. 


Companies with less than $500,000 cash stockholders’ investment, we think, 
should not borrow over from one to two times such investment. 


Contrary to this view is the opinion of another official who 
believes that “the risk in the business is in adverse ratio to the 
amount of capital invested up to $300,000, or say $400,000 or 
$500,000, because a smaller concern can not afford to maintain 
a complete organization, and, above $500,000 invested capital, the 
risk increases in the same ratio that the volume increases, by 
reason of the greater difficulty of supervision.” 

Many bankers and credit men have been strongly sree to 
the business of discount companies. At the same time, the com- 
panies sell almost all their collateral trust notes to banks, and the 
volume so sold is several times their own capital investment. Thus 
the discount company stands between the bank and the “seller” of 
receivables, and, in fact, guarantees these advances to the banking 
system. In other words, it serves as a special agency for pro- 


COMMERCIAL PAPER AND CREDIT PRACTICES 545 


viding the supervision necessary in such advances, and also as- 
sumes a direct obligation to the banking system in connection with 
them. 

Financing Automobiles. Operations of finance companies in 
connection with financing the purchase and sale of automobiles 
fall into two categories: (1) Advances to assist the dealer in 
securing cars from the manufacturer, and (2) accommodation 
ennabling the dealer to sell on the installment plan without the 
necessity of keeping his own capital tide up and so limit his 
operations. The two plans are known, respectively, as wholesale 
financing and retail financing. A company may limit-its activities 
to retail financing, or else may operate in both the wholesale and 
retail fields.) Among the companies reporting for this study no 
examples of limiting accommodation to wholesale purchases are 
found. Some companies have close connections with automobile 
manufacturers, and have agreements to finance their specific make 
of car. Other companies specialize in financing particular makes 
of cars, or they may limit their operations to the more popular- 
priced cars. The majority make no limitation either as to make 
or price. : : 

Statistics of the volume of automobile financing done are no: 
available. Estimates received from authorities in the field as to 
the percentage of cars sold on installments vary from 50 to 70 per 
cent of the total number of cars sold. Sales for the past few 
years have been in excess of 1,500,000 cars annually. In 1920, 
1921, and 1922 the wholesale value of the automobiles produced 
was $2,233,000,000, $1,260,000,000, and $1,558,567,000, respec- 
tively. The corresponding number of cars produced in these years 
was 2,205,197, 1,668,550, and 2,527,000. 

Wholesale Advances.——Larger auto-finance companies have 
a definite percentage, usually 80 to 90 per cent of the wholesale 
price, which will be advanced on every car. Smaller companies, 
which are less highly organized, determine their advances more 
upon a consideration of each case separately. Variation in the 
percentage advanced is augmented as the makes of cars handled 
increase in number. A certain percentage may be advanced on 
cars stored in a public warehouse, and another for those kept on 
the dealer’s floor. If a distinction is made, the former is always 
the larger. The advance on trucks is usually at least 10 per cent 
lower than on passenger cars, because of a heavier depreciation 
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and slower market. The individual range of the advance is from 
60 per cent up to, in one instance, 95 per cent. Most common, 
judging from the replies received, is 65 to 70 per cent, or roughly, 
two-thirds the value of the car. The “value” may include various 
items. In the case of some companies it is merely the list price; 
in others, the list price plus freight, war tax, and extras. 

Maturities vary from one company to another and even within 
the same company; thirty, sixty, ninety, and one hundred and 
twenty days are all common, with sixty and ninety days the pre- 
vailing periods for the largest number of companies. The length 
of the advance depends to a considerable extent upon the season 
of the year in which the financing is done. Advances made in the 
winter are for a longer period than those made at a later date. 

The majority of loans are made against the dealer’s promissory 
note or acceptance, secured by a chattel mortgage or warehouse 
receipt. In contrast, however, the autofinance company may 
secure legal title to the car by purchasing it and giving the dealer 
a repurchase option. If a car is sold by the dealer before maturity 
of the paper, the related payments become due immediately. 
Several companies pledge the notes received from dealers with a 
trustee as security against collateral trust notes used for borrow- 
ing money, and in such instances payments are made by the dealer 
directly to the trustee. 

Retail Advances—In retail financing the percentage which 
will be advanced is based upon the retail price as contrasted with 


the wholesale price in the case of wholesale financing. Because, 


of this the amount actually advanced may be as great in one case 
as the other, although the percentage quoted as a maximum is 
much smaller in retail financing. The following tabulation gives 
the usual percentage advanced under each plan by the twenty 
reporting companies undertaking both types of business: 


Wholesale Retail | Wholesale Retail 
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Payment of the advance is most commonly spread over a period 
of six, eight, ten, or twelve months. Installments may fall due 
monthly or every three or four months. The former is the most 
common. The charge of the finance company is customarily added 
to the selling price of the car and percentages are based upon this 
total, known as the “time-price.”’ 

Wholesale Security—Automobiles may be stored either upon 
the dealer’s floor or in a warehouse. In general, the practice 
followed will be determined by the dictates of the finance com- 
pany with which the dealer maintains relations. Companies exer- 
cise this supervision because of the difference in the potential risk 
involved under the two plans. If stored in a warehouse, title to 
the car rests in a receipt either made out in the name of the finance 
company or else indorsed over to it, whereas if stored on the 
dealer’s floor the finance company must rely more upon the integ- 
rity of the borrower. It is customary to find both plans in opera- 
tion in the same company as well as a great variation between 
companies in the percentage stored under each plan. The size of 
the dealer and the season of the year are both important elements . 
in determining the place of storage if the finance company does 
not exercise a definite policy. 

Some of the largest finance companies secure from the manu- 
facturer of the car a guarantee of payment of the dealer’s obli- 
gation or an agreement to repurchase the cars by paying the 
amount advanced plus all charges and expenses incurred. The 
majority of the smaller finance companies never secure a guar- 
antee from a manufacturer, but rely entirely upon the value ot 
the physical collateral and the credit risk of the dealer. 

Retail Security—tIn retail financing advances are made on 
security in actual use and subject to various contingencies. Fire, 
theft, and collision are all potential risks. Auto-finance companies 
ordinarily require the car to be insured against fire and theft. 
Practice varies with regard to collision insurance. Protection 
against constant depreciation is secured by the margin between the 
value of the car and the amount advanced being increased as 
installment payments are made. 

Guarantee of payment of the purchaser’s obligation by the 
dealer is more common than a similar guarantee of dealer’s obli- 
gations by manufacturers in wholesale financing. The guarantee 
usually takes the form of an indorsement of the promissory note 
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of the purchaser. With some of the cheaper makes of cars a 
guarantee is not required. 

Wholesale Legal Documents—The type of legal document 
used is determined largely by the place of storage of the car and 
the laws of the state in which the dealer operates. If cars are 
stored in a public warehouse a warehouse receipt is used. A 
separate receipt is issued for each car. In contrast, if the car is 
stored in other than a public warehouse either a chattel mortgage, 
a trust receipt, a conditional bill of sale, or a lease agreement is 
used, depending upon which may be the preferred form in the 
state in which the auto-finance company is operating. Chattel 
mortgages are the most common. 

Most important of the clauses in the document peculiar to 
automobile financing is one whereby the dealer agrees not to use 
the car. This provision does not allow the car to be used even 
for demonstration purposes unless a special permit is secured 
from the auto-finance company. If the car is used without secur- 
ing a waiver of this clause, the act is termed “conversion” and is 
sufficient reason for the auto-finance company to take possession. 

Retail Legal Documents.—In retail financing either a con- 
ditional bill of sale, lease agreement, or chattel mortgage is used, 
depending upon the same factors as just noted under wholesale 
financing. If cars are sold under either a conditional bill of sale 
or a lease agreement, title remains with the buyer. Between the 
two there is a technical legal difference. Under the former there 
is a sale conditioned by certain specifications, while if the transac- 
tion is evidenced by a lease agreement the law recognizes a con- 
tract on the part of the user to rent, rather than to buy, the car. 
Contrasted to both these forms of documents is the chattel mort- 
‘gage under which title does pass from the seller to the purchaser 
immediately, and the seller only maintains a lien as security. 

The stipulations and agreements of all three forms are very 
similar. Each company. has its own particular forms, however, 
and consequently there is some variation in minor points. The 
following excerpts from a lease agreement are representative of 
the way the more common points are handled: 


The lessee agrees that any equipment, attachments, accessories, or repairs 
placed upon said motor vehicle shall be and become a correspondent part 
thereof, and the term motor vehicle whenever used in this agreement shall 
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include said equipment, attachments, accessories, and repairs as though they 
were in all cases specifically enumerated. 

The lessee further agrees to indemnify and save harmless the lessor fran 
_ any and all loss, or claim for loss or damage to persons or property caused 
by said motor vehicle, or by the use and operation thereof, and to give 
immediate written notice to said lessor of any and all loss or damage to 
or loss of possession of said motor vehicle occasioned by any cause 
whatsoever. ' 

Said lessee further agrees not to use or permit said motor vehicle to be 
used for taxicab purposes. Lessee also agrees that he will not in any case 
dispose of said motor vehicle without the written consent of the lessor 
indorsed hereon, Said lessee further agrees to use said motor vehicle in a 
careful and prudent manner, to house and shelter the same, and to make 
any and all repairs thereon necessary to keep said motor vehicle in first-class 
condition; and if, in the judgment of the lessor, said motor vehicle is not 
kept in first-class condition lessor may make such repairs as are necessary 
and add the cost thereof to amount due lessor hereunder. Lessee agrees to . 
keep said motor vehicle free and clear of any and all liens and encumbrances 
of any nature whatsoever, including all State, Federal, and local taxes, or 
charges which may be levied or assessed thereon. 

“And the lessee hereby agrees that he will use, operate, and control said 
motor vehicle in strict conformance with all statutes, laws, regulations, and 
_ ordinances relating to the use, operation, and control of motor vehicles, and 
expressly consents that upon failure of lessee by himself, agent, servant, or 
employee so to do lessor may at his election repossess said motor vehicle 
and enforce all his rights, privileges, and remedies under this lease, provided 
lessor is also the holder of the above-mentioned note. 

The loss, injury, or destruction of said motor vehicle shall not operate in 
any manner to release said lessee from payment as provided herein on the 
note given. Renewals or extensions of the time of payment of the amounts 
due hereunder or on said note shall not release lessee from the conditions 
of this agreement. 

It is expressly agreed that no assignment by the lessee of his rights or 
interest in this contract shall be valid without the written consent of 
the lessor. 


Following the above stipulations is the usual agreement regard- 
ing procedure and rights in case the terms of the agreement are 
not complied with, payment not made,at maturity, etc. 

It is customary in both wholesale and retail financing to give a 
personal obligation in addition to the document bearing title to 
the car. Promissory notes are generally used, although some in- 
stances of acceptances are found. A separate note may be given 
for each installment, but more commonly there is only one note 
for the entire amount, with a schedule of payments embodied 
within the note. 
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Wholesale Credit Work.—There are two distinct credit ele- 
ments in wholesale financing—first, the value of the collateral, and, 
second, the financial standing of the dealer. Considerable diver- 
sity of opinion exists as to the one deserving the most weight 
from a credit viewpoint. One authority states “most large com- 
panies consider the car itself rather than the dealer.” In contrast 
to this view is the practice of one of the largest companies, which 
comments as follows: 


The dealer’s signed financial statement is the basis upon which we deter- 
mine the extent to which we are willing to finance him. We check up the 
information submitted by the dealer by means of the various commercial 
reporting agencies, local banks, the trade, and attorneys. After all this 
information has been accumulated, it is thoroughly analyzed and items on 
the statement which appear to be excessive are scaled down. The limit to 
- which we will extend the dealer assistance is determined by the relation 
between the new scaled quick assets and the current liabilities and the 
hazard involved. From this you will see the element of the physical 
collateral is largely a matter of secondary consideration. 


The type of business of the auto-finance company, the makes 
of cars it finances, and its relation to automobile manufacturers 
all have a bearing on credit extension. If the company is oper- 
ating very closely to the manufacturer, the value of the car is 
relatively less important. The same condition will exist if the 
autofinance company has a guarantee or repurchase agreement 
from the manufacturer. In addition, the salability of the car, as 
determined by its popularity and price, is very important. 

The percentage of advances in wholesale advancing which run 
past due is comparatively small. In some instances it is stated 
there are no delinquencies, but other companies estimate it as 
high as 5 or 10 per cent of the total accommodations. 

Retail Credit Work.—lIn retail financing the credit risk of 
the retail purchaser enters for consideration in addition to the 
value of the collateral and the financial standing of the dealer. 
Investigation of the dealer is made through the usual credit 
channels. It is upon a favorable conclusion from this investiga- 
tion that accommodation is extended. Auto-finance companies 
will not consciously finance the purchase of a car which ultimately 
will prove too heavy a burden to the purchaser and so necessarily 
be repossessed by the dealer. ‘Some companies to facilitate their 
credit work furnish their clients with a complete set of forms for 
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handling a transaction, including in this set a financial statement 
blank to be filled out by the purchaser and then forwarded to the 
finance company to be passed upon. 

The auto-finance company is ordinarily located in other than 
the immediate locality of the purchaser and so is confronted with 
difficulties in securing certain information as to the purchaser’s 
moral character that is highly important in retail automobile sales. 

For this phase of the investigation the dealer is in a much more 
favorable position. The company avails itself of this by quite 
commonly requiring the dealer to indorse his customer’s paper. 
The dealer, therefore, will do a certain amount of credit analysis 
before requesting the company to finance the transaction. 

The importance placed upon the make of car varies with differ- 
ent companies. Some consider it as a relatively unimportant 
element inasmuch as in a sale to the ultimate user there is not the 
same contingent element of risk of not being able to dispose of the 
car that there is in wholesale financing. Other companies look 
upon the make as of prime importance because of the possibility of 
loss in case of repossession. 

The percentage of past due accounts ranges from a fraction of 
1 per cent up to 15 to 20 per cent. The percentage of total cars 
financed which it is necessary to repossess is very low, in most 
cases being not more than 1 per cent. 

Charges of Finance Companies——The charge of auto-finance 
companies as a general rule approximates 15 per cent on the 
funds outstanding. One of the leading authorities states that if 
a company is to make a profit it must charge in excess of 12 per 
cent. Charges are- made for the total advance for the entire time 
of any part of the loan. Accordingly, while some companies 

_quote a rate of as low as 6 or 8 per cent, the actual charge is 
correspondingly increased. One company states that at times its 
charges amount to 36 per cent. ° 

There is very little uniformity among the companies in the 
method of quoting rates. Some companies, as, for example, those 
financing only particular makes, have the same rate for all cars 
they will finance, irrespective of the make or price. Other com- 
panies have different rates for different prices or different makes. 
Fords and Dodges are frequently the subject of particular rates. 
Further, the company may quote its rate in one of several ways. 
There may be a discount rate quoted either on an annual or 
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monthly basis, or there may be a discount rate plus a flat charge, 
which in turn may or may not vary according to the amount 
advanced. The rate may include insurance, or this may be 
charged for in addition. Instead of quoting its charges by a rate 
as the above, a company may have a fixed sum varying according 
to the make or price of the car.. The charge varies according to 
whether the car is new or has previously been used; according to 


whether the payments are made monthly or at less frequent 


intervals, and according to the initial payment. From one-third 
to one-half is the customary initial payment required. 

Capital of Auto-Finance Companies ——Of the three sources 
available for securing working capital—i.e., banks, open market, 
and private investors, banks are used by auto-finance companies 
in the large majority of cases. Borrowings frequently amount to 
some three or four times the company’s capital. In a few of the 
reporting companies no outside funds are employed. The business 
of auto-finance companies, resulting as it does in promissory 
notes, lends itself readily to furnishing collateral against loans. 
Collateral trust notes secured by the notes of purchasers of cars 


are widely used. These are issued in denominations of $500 and — 


multiples thereof. The customary margin is 20 per cent. Banks 
are the largest purchasers, discounting them directly from the 
auto-finance company, rather than buying them from a commer- 
cial-paper dealer. Two of the largest reporting companies, nev- 
ertheless, dispose of a large portion of their paper through 
brokers. One of these reports that it “has been quite successful 
in developing a steadily increasing outside market.” 

Small auto-finance companies frequently rely upon their lines of 
credit with their local banking institutions. In such cases these 
lines are not supplemented by other sources, or by borrowing upon 
collateral trust notes. The company’s obligation to the lender 
may be either a secured or unsecured promissory note.. A balance 
of 20 per cent of the accommodation is generally required. The 
companies “cleanup” at least once a year and remain out of debt 
to the lending institution for two or three months. Seasonal 
aspects of the business are the main determinants of the mautrity 
of the loans. Some companies borrow on demand, others use a 
six-months’ time note; thirty, sixty, and ninety days are the most 
common maturities. Maturities of collateral trust notes range 
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from thirty days to six months, with the longer periods more 
frequent. 

Economic Position of Finance Companies. In their funda- 
mental characteristics finanace companies date back both to the 
earlier money lender in the large centers and to the “factors” which 
for fifty years or more have operated largely in the textile industry. 
The former were chiefly individuals who advanced funds and took 
whatever security seemed most satisfactory. Factors often com- 
bine finance and merchandising by making sales for the mills 
which use their services and by advancing funds to the latter for 
manufacturing operations. These advances are made largely 
against the manufacturer’s bills receivable, which are assigned to 
the factors. The money lender and the factor still remain, but the 
business of finance companies has been placed upon a more scien- 
tific basis and is now recognized as distinct and separate. Their 
business has tended more and more to resemble the practices of 
commercial banks. The relation between the two closely resembles 
that between cattle loan companies and banks. 

_ There are in the United States a vast number of companies and 
individuals whose resources, or apparent credit risk, do not meas- 
ure up to the standard required by banks. It is largely these that 
the finance company is called upon to finance. It does not neces- 
sarily follow that such subjects are not good credit risks, but 
merely that in so far as the bank is able to investigate, they do not 
fulfill the usual requirements. In addition, payments of the loans 
made to this class may be spread over a longer period than that 
for which a commercial bank will advance funds. The payments, 
too, are probably in small lots, such as installments, which must be 
carefully watched and rigidly collected when due. Collateral 
offered as security is in small lots, such as a group of small 
accounts receivable. As a result, commercial banks find this class 
of business unprofitable at the usual rates of interest. If they 
charged more, it would lead to legal difficulties in some cases, and 
nearly always to dissension among those borrowers who have to 
pay the higher rate. Finance companies, however, by dealing only 
with this class of customers can charge more without causing dis- 
satisfaction among customers. This increased income enables it to 
carry the investigation further and also to protect itself in making 
a loan, and also to watch developments after the loan is made. In 
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short, finance companies are an intensified part of our commercial 
banking system. 

The organization which has been developed by finance com- 
panies to assume such a place in our financial structure is not on 
the whole different from that found in connection with the loan 
function of commerical banks. The credit work is along identical 
lines and is carried out through the same sources. Connected with 
one loan, however, there will be in most cases relatively much more 
credit work, especially in connection with discounting receivables. 
No pyramiding of loans is possible, inasmuch as the companies do 
not accept deposits and so they actually reduce their cash positions 
when extending loans. The collections of loans require additional 
detail work. Payments may be made on an installment basis, as in 
the case of automobile financing, or they may be made in small 
lots at irregular intervals as the accounts fall due. Close super- 
vision is essential in either case. Through the ability of finance 
companies successfully to carry out such closer supervision they 
are enabled to supplement our commercial banking system and to 
make for themselves a distinct economic position in our financial 
organization. 


E—COMMERCIAL CREDIT PRACTICE OF SOME 
CONTINENTAL BANKS * 


Attention will be given only to those phases which depart from 
the usage as accepted by American bankers and merchants. The 
following review is not an analysis of the practice of all banks in 
the respective countries, but is rather a study of the methods of 
leading institutions. It represents, however, the accepted practice 
in each country, since the financing of foreign trade is concentrated 
in the hands of relatively few institutions. The data has been 
gathered largely through answers to a questionnaire sent by the 
Division of Analysis and Research to leading foreign institutions, 
which gave detailed responses and copies of their forms. 

Opening of Credits. As in American practice, the importer 
addresses his application for a credit to the bank on a form pre- 
pared by the latter. The content is similar to the forms used by 
American institutions. A large Dutch bank has the applicant fiil 


out a form which begins with the statement: ‘We request you. 


* Federal Reserve Bulletin, April, 1922. 
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to open the following credit which please advise to the bene- 


_ ficiaries.” The application required by a Belgian bank reads: “We 
herewith request you to open a credit,” and adds, “with your corre- 


spondents at according to the practice of that place.” This 
statement may be deleted by the applicant, according to whether 
he wishes the credit issued direct by the Belgian bank or through a 
foreign correspondent. The application of the Belgian bank con- 
tains many expressions to be found in the contracts for credits 
used by American banks. For example, the application makes 
provision for reimbursement in the following expression: “Will 
you please debit our account for your payments effected (accept- 
ances made) against this credit,” and concludes with the statement, 
“Tt is understood that you will incur no responsibility for the 
authenticity of documents which will be delivered to you, or for 
the quantity or quality of the underlying merchandise.” 

If the importer’s application is approved by the bank, it then 
sends him a formal:acknowledgment. This communication serves 
not alone as an approval of the importer’s application, but also as 
a statement of the conditions under which the bank is willing to 
issue its letter of credit. The -form used by one Belgian bank 
reads as follows: 


Dear Sirs: We have received your letter/telegram of —— opening a 
credit with us in favor of for account of We 
acknowledge it and take liberty at this occasion to call your attention to the 
following points: = 

We always notify beneficiaries of credits opened in their favor. In case 
of revocable unconfirmed credits, this notification is given as a simple advice 
without any engagement on our part. 

A credit is not opened as irrevocable confirmed unless upon special instruc- 
tion, and under the entire responsibility of the opener, remitter of order. 
In this case an expiration date must be stated. Such a credit can not be 
modified or canceled without consent of the beneficiary. 

We always examine with great care the documents which are delivered to 
us. We, however, decline always all responsibilities as to their authenticity 
or the quality and quantity of merchandise therein mentioned. 

The documents are forwarded at your'jrisk. It is understood that you 
engage yourselves to take them up upon notice of their arrival against 
covering of our payments, outlays, commissions, freight, and interest. 


The forms employed by Dutch and Italian banks are similar in 
nature and are therefore not reproduced. Because of the details 
thus inserted in both application and acknowledgment, there is 
little need for the formal contract ‘which American banks usually 
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require their customers to sign. Besides, Belgian banks feel that 
they are sufficiently well protected against fraud on the part of . 
their customers through the provisions of Articles I and IT of the 
Belgian law of May 5, 1872, which gives a creditor complete title 
to goods imported under a letter of credit. a 

Issuing of Credits. A bank may issue a credit in three ways. 
It may deliver the letter to the importer, who in turn transmits it 
to the beneficiary, or the bank may forward this communication 
direct to the exporter. A third method is to request another institu- 
tion to inform the beneficiary of the establishment of the credit. It 
is not the practice of the banks in the countries under consideration 
to employ the first method, but there is no uniformity as to which 
of the other two methods should be followed. One Belgian bank 
prefers to issue its own letter to the beneficiary direct, while the 
Dutch and Italian banks employ the services of correspondents 
who notify the accredited parties. 

Continental banks are often unwilling to negotiate drafts under 
letters of credit which have been advised by cable to the bene- 
ficiaries, since they thus have the opportunity of selling their 
drafts to more than one bank. If the issuing bank insists upon 
notifying its credit by cable to the beneficiary, it must advise this 
fact to the European bank which is to negotiate the drafts. When 
- a credit is thus issued by one bank and advised by a second institu- 
tion, the question arises as to where the credit is domiciled. In 
order to obtain the views of foreign banks on this subject, the 
Division of Analysis and Research put the following question: 
“If an American bank asked you to advise a beneficiary that it 
had opened a credit, would you advise the beneficiary that (a) the 
American bank had opened such a credit, or (b) you had opened 
the credit.” On this subject there are two different views prevail- 
ing. One holds that the credit is domiciled with the issuing bank, 
while on the other hand it is maintained that the credit is estab- 
lished with the advising bank. 

To the above question a Belgian bank answers as follows: “Our 
letters of advice indicate ‘that the credit is opened by ‘us. A 
different view is held by the Italian banks, one of which replies : 
“We inform the beneficiary that the American bank has opened 
such a credit.” 

Confirming of Credits. As explained in a previous article on 
German commercial credit practice, continental banks use the terms 


a 
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“revocable” and irrevocable” in referring to the right of the 


- opener to cancel the credit. The words “unconfirmed” and “con- 


firmed” are applied to the banks whether they are issuing the 
credits or merely advising them. This view is also held by the 
foreign banks under consideration, and from their answers it is 
<pparent that they draw no practical distinction between the terms 
“irrevocable” and “confirmed.” In fact, one institution makes 
the following representative answer: “We consider the terms 
‘irrevocable’ and ‘confirmed’ synonymous, assuming that there is 
practically no difference between the liability incurred by a bank 
not to revoke a credit before a given time (irrevocable credit) and 
that incurred by confirming to a beneficiary the promise that pay- 
ment will be made before the expiration of a stipulated date (con- 
firmed credit).” 

It is generally assumed by continental banks that they are not 
legally bound to notify beneficiaries of the opening of unconfirmed 
credits, but as a matter of practice such notifications are usually 
given. Confirmed credits, however, must be notified to the ac- 
credited parties. 

These views concerning unconfirmed and confirmed credits find 
expression in the forms used by the various banks. A Belgian 
bank inserts in its application which the opener fills out the follow- 
ing expression: “You are directed to notify the beneficiaries of 
the opening of the credit by giving them a simple advice without 
engagement on your part/your confirmation for our account and 
responsibility.” The opener then deletes one expression or the 
other, depending upon whether he desires the opening of an uncon- 
firmed or confirmed credit. If he applies for the former, the bank 
then addresses to the beneficiary a communication which is headed : 
“Revocable unconfirmed credit,” and which concludes with the 
following statement: “The foregoing is only a mere advice rev- 
ocable at any time and does not constitute any engagement on 
our part.” If, on the other hand, the bank is requested to issue a 
confirmed credit its letter is captioned “Irrevocable confirmed 
credit,” and closes with the statement: “This credit will remain in 
force until .” Analysis of the forms of Dutch banks indicates 


_the same practice as stated above. One Dutch bank in its acknowl- 


edgment to the opener writes— 


If we are without your instructions to open an irrevocable credit we shall 
advise the beneficiaries without any liability on our part... . In case you 
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wish to confirm the credit to the beneficiaries we shall be pleased to receive 


your special instructions to that effect, together with your statement for | 


what period the credit will be irrevocably valid. 


In accordance with the instructions of the opener the Dutch bank 
will then issue its letter, which, if unconfirmed, contains the 
following statement: 


You will kindly note that this advice is given by us only to simplify the 
transaction and that it may not be considered as a confirmation of the 
credit—it involves no liability for us. In case you would not be in a 
position to adhere to the above stipulations, we suggest that you apply to 
your buyers, so that they have the instructions, given to us, altered. 


However, if the opener desires that the bank add its confirma- 
tion, the communication to the opener then reads: 


We beg to inform you that there has been opened with us a confirmed 
credit irrevocably valid until ; 


As mentioned above, revocable credits are likewise unconfirmed 
by the banks, who are therefore free to exercise the right of can- 
cellation. The question then arises, may such credits be revoked 
without giving the beneficiary notice of this action? Banks are 
unanimous in their opinion that notice is not required. It might 
be interesting to note that in the case of the Cape Asbestos Co. wv. 
Lloyds Bank (King’s Bench, July 24, 1921), the court held the 
view that a bank was not obliged to inform the beneficiary of an 
unconfirmed credit that it had been canceled. Although the Euro- 
pean banks hold the view that they are not compelled to give notifi- 
cation of the cancellation, as a matter of practice it is usually sent 
to the accreditee. There is, however, no agreement as to the exact 
time when an unconfirmed credit expires. It is quite generally 
held that this type of credit terminates as soon as the bank receives 
the order of cancellation from the opener, and so it may be con- 
cluded that the credit can be revoked at any time before the honor- 
ing of the draft drawn by the beneficiary. Irrevocable confirmed 
credits contain a date of expiration before which cancellation can 
not be made. The period within which the credit is effective is 
termed by European banks as the “validity of the credit.” 

The question of the revocation of a credit is more or less errone- 
ously associated with the matter of recourse. It is commonly heid 
that unconfirmed credits by implication call for the drawing of 
drafts with recourse, while confirmed credits permit the drawing 
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of bills without recourse. These views are not accepted by con- 
tinental banks, but instead they hold that, if the beneficiary is 
permitted to draw a sight draft on a bank, it no longer has recourse 
to him regardless of whether the credit is confirmed or uncon- 
firmed. This conclusion assumes that there is no mention of re- 
course in the credit, and also that the documents submitted by the 
beneficiary have been drawn in strict compliance with the terms 
of the credit. If the documents are later rejected because of dis- 
crepancies, the bank has redress to the beneficiary of the credit 
whether it is confirmed or unconfirmed. 

The analysis has so far assumed that the credit is available only 
by the beneficiary. In the case of credits covering goods imported 
to Europe, continental banks will make payment only to the 
specified beneficiary, unless the openers give instructions to the 
contrary. On the other hand, wider latitude is allowed in export 
credits which are frequently drawn in the name of a beneficiary 
or his order. One bank writes that in the case of import credits 
“this is a matter for the American bankers, or the foreign buyers 
who may open the credits to order. With export credits, however, 
transfer is generally allowed.” 

Presenting of Documents. After the bank has issued its 
letter, the next stage in the operation of the credit is the presenta- 
tion of the documents by the beneficiary. He must naturaliy 
draw his drafts and submit his documents before a stipulated time. 
This may be stated as a fixed date of maturity or may be deter- 
mined by the time of shipment as evidenced in the bill of lading. 
There is a difference of opinion as to the place at which a credit 
expires. It is the common view that where a credit calls for the 
presentation of documents before a certain date, this implies 
presentation at the office of the bank negotiating the drafts. How- 
ever, certain Italian banks interpret this expression to mean that 
the documents must be delivered before the specified date to the 
bank which has issued the credit (,¢., in the country where the 
credit originates). Banks holding this view are probably influenced 
by their customers who are importing goods and who desire definite 
assurance that they will be in possession of the goods before a 
certain time. However, the adoption of this policy would impose 
upon negotiating banks the necessity of practically guaranteeing 
actual delivery of documents to the beneficiary. This matter be- 
comes even more complicated when the drafts are accepted by a 
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third institution. For example, an Italian bank may issue a sterling 
letter of credit, and an American bank on the strength of this 
document may negotiate the drafts which in turn are drawn on a 
British bank. In order to avoid equivocation, it is therefore 
essential to state definitely where presentation of documents must 
be made. 


Letters of credit often contain no fixed date of expiration, but — 


instead the beneficiary is authorized to draw his drafts upon mak- 
ing “prompt shipment” of goods. This expression is interpreted 
by Belgian banks to mean that the beneficiary may deliver his 
documents at any time within thirty days of the advice of the 


credit. Some Italian banks adopt the same policy, although others © 


allow the beneficiary only fifteen days or even only one week if 
shipment is to be made by railroad. Regarding Dutch practice, 
no fixed rule can be stated, since it depends largely upon the 
custom of each port and upon the nature of the commodity being 
shipped. 

Partial shipments are not regarded with favor ‘by continental 
banks. They generally insist that the beneficiary effect complete 
shipment unless the opener gives instructions to the contrary. 


These are provided for in the application of a Belgian bank, which. 


allows the opener to choose between “single shipment prohibiting 
entirely partial shipment” or “several shipments.” Some Italian 
banks permit partial shipment in transactions involving staple 
commodities shipped in bulk or merchandise of which the price is 
definitely ascertained. Also subject to interpretation are the terms 
“about” and “approximately” when used in referring to the amount 
of the credit. Continental banks object to the use of these terms, 
but whenever they appear in credits they are interpreted to give 
beneficiaries a margin of from 5 to 10 per cent of the amount men- 
tioned in the credit. 

The various facts concerning the shipment are evidenced in the 
documents of the commercial set. The decision of the British 
court in the Diamond Alkali Export Corporation v. Bourgeois (see 
Federal Reserve Bulletin, October, 1921, p. 1173) has raised 
several questions concerning the necentahiling of certain com- 
mercial documents under a c. i. f. (cost, insurance, and freight) 
contract. This decision held that shippers under such a contract 


must present “on board” bills of lading, since “received for ship- 
ment” 


instruments were not considered as acceptable. This 
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decision is in accordance with the custom of most continental 
countries, where “on board” bills of lading are used to a large 
extent and where banks accept “received for shipment” bills of 
lading only upon specific instructions to this effect from the 
openers of the credits. An exception to this rule is found in the 
case of a Dutch bank, which replied that it made a practice of 
accepting “received for shipment” bills of lading. The same policy 
is followed by German banks. 

The court, in the above-mentioned case, also rejected certificates 
issued under blanket insurance policies and insisted that exporters 
deliver full policies. “ However, policies are not required by con- 
tinental banks, although they naturally express a preference for 
policies as against certificates. Continental banks in issuing their 
credits refuse to assume the commercial risks involved in the ship- 
ment of goods. The banks waive all such responsibilities, and a 
. Dutch bank defines its position to the beneficiary in a communica- 
tion containing the following expression: 


We beg to call your attention to the fact that in taking up documents 
which are presented for payment in virtue of credits opened, we always 
exercise great care in examining them as to their being in due form ard 
regular in every respect. However, we desire it to be thoroughly understood 
that we assume no responsibility for the genuineness of the documents, nor 
for the quantity or quality of the merchandise mentioned therein. 


Also, in acting as negotiators of drafts drawn under letters of 
credit, European banks refuse to accept responsibility for docu- 
ments which deviate in any respect from the terms of the credit. 
' Banks may negotiate the drafts if the documents contain technical 
discrepancies, but they will insist, as do American banks, that 
the beneficiary sign a guaranty, which, as issued by one bank, 
reads as follows: 


We guarantee to indemnify you for any prejudice which might arise from 
the fact that your payment has been effected in deviation from the con- 
ditions of the above-mentioned credit, opened by your good selves; we 
engage ourselves to reimburse you for the above amount on the first appli- 
cation, against delivery of the documents we surrendered, in case your 
correspondents do not agree to your payment with regard to the relative 
deviations. 


Paying for Credits. With the accepting of the documents pre- 
sented by the beneficiary thus explained, attention is once more 
directed to the relations between the bank and the individual 
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opener of the credit. Under normal conditions the documents will 
arrive before the goods. But when the reverse takes place it is 
then the practice of continental banks to give a guaranty to the 
customs officials and steamship agents, so as to enable the importer 
to obtain possession of the goods without having presented the 
documents. At this stage in the transaction the importer may 
reimburse the bank if it has paid sight drafts drawn by the ex- 
porter, by paying cash or by having the bank debit his account. 
However, such transactions are largely financed by acceptance 
credits giving rise to the drawing of time drafts on the bank which 
accepts the draft and agrees to honor it at maturity. The accept- 
ing bank may adopt two policies regarding reimbursement. It 
may immediately call upon the opener for reimbursement or wait 
until a few days before the maturity of the drafts. On this sub- 
ject the various banks answer as follows: 


’We act differently, according to the client and to the amount. Upon > 


favorable appraisal of both these points, we deliver the documents and wait 
for payment at maturity. Otherwise goods are not released to the importer 
but remain in our trustees’ hands, and the proceeds of sale are placed in a 


funded account in order to utilize the said funds at maturity to meet the . 


accepted drafts.—(Italian bank.) 

It sometimes occurs that an importer covers a draft accepted by us before 
maturity. In such a case interest is refunded to the importer which agrees 
with the interest we are able to make on money deposited with us up to the 
date of maturity—(Dutch bank.) 

We consent to wait for reimbursement until maturity, on condition, how- 
ever, that the goods taken out from our pledge be replaced by others subject 
to our acceptance. If new security is not given we allow partial or total 
payment immediately by granting a discount whose rate depends upon our 


relation with the client and also upon the general money markets—(Belgian 
bank.) 


In short, continental banks do not compel their customers to 
make prepayment in anticipation of acceptances. In the period 
between the arrival of the goods and the payment of the accept- 
ances, the goods are in the possession of the importer. Legal title, 
however, remains with the bank. In the United States it is cus- 
tomary for this institution to protect its interest by having the 
importer sign a trust receipt, but this instrument is not generally 
recognized by’ the laws of most continental countries. Italian law 
does not permit a lien on goods while they are in the hands of 
debtors. Banks in Belgium can not well employ trust receipts, for 
the law considers that possession of movable goods implies title to 


—— 
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the same. Therefore, if merchandise is placed in the hands of a 
debtor, the creditor loses all his security and, in case of the bank- 
ruptcy of the former, the holder of a trust receipt would be re- 
garded merely as a general creditor. However, the trust receipt is 
employed to some extent by banks in Holland, where the practice 
is about the same as that followed in the United States. 


QUESTIONS AND EXERCISES 


—_ 


. Outline the organization and methods of operation of commercial-paper 
houses. 

. Explain the seasonal problem in the commercial-paper business. 

. What are the characteristics of open market borrowing? 

. What are the characteristics of paper sold in the open market? 

. State exactly how a dealer in acceptances operates. 

. How are acceptance credits arranged? 

. Outline the work of finance companies. 

. How are discount companies financed? 

. Compare wholesale and retail financing of automobiles. 

. To what extent do finance companies compete with commercial banks 
and paper houses or supplement them? 

11. How is a credit opened with a foreign bank? 

12. Explain the term “confirming of credits.” 

13. How are foreign credits paid? 


SOCMNIQUMAYWN 


—" 


g BY ; 


i VET) 


, >" te ae: 


t Yeh 


iner Te wire Ae 
-_~ ’ " 2 aes 
ye ue Phe “ 
wih Salt Sint 7 * 


4 29% witk .\ 
* s 


PART V 


FOREIGN BANKING SYSTEMS AND CUR- 
RENCY PROBLEMS 
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CHAPTER XV1 
THE ENGLISH BANKING SYSTEM 
A.—_BANK OF ENGLAND * 


Tue oldest central bank in the world to-day is the 
Bank of England, which was founded in 1694. To-day | 
it operates under conditions determined by English bank- 
ing habits as developed mainly since Peel’s Act of 1844. 
It is a private institution. When first organized it took 
over the national debt by exchanging its capital stock 
therefor. The bank received, of course, the interest on 
the debt, and certain privileges as well. In spite of its 
private ownership, it is to all intents and purposes a 
public institution. The absence of governmental super- 
vision and regulation of internal affairs of the bank is 
one of its notable features. The functions of the bank 
are explained below.—[Ed. Note.] 


The distinctive functions of the Bank of England consist in its 
acting as— 

1. Banker to the British Government. 

2. Banker to the joint stock and private banks. 

3. (a) Sole possessor of the right to issue notes which are 
legal tender in England; (0) sole possessor, among joint stock 
banks with an office in London, of the right to issue notes at all. 

4. Provider of emergency currency. 

5. Keeper of the gold reserve for British banking. 

6. Keeper of the gold reserve which is most readily available 
for the purposes of international banking. 

These various functions fit into and supplement one another, 
and though their diversity is sometimes pointed to as throwing too 
much responsibility onto one institution, it in fact enables the 
Bank to carry out its duties with extraordinary ease, and with the 
least possible disturbance to the financial community. By the fact 
that it keeps the balances of the other banks, the Bank of England 


* Hartley Withers in Report of the United States National Monetary 
mission, 
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is enabled to conduct the payment of the interest on the British 
debt largely by traasfers in its books. By the fact that: it keeps the © 
balances of the Government and has the monopoly of the legal- 
tender note issue, the Bank has a great prestige in the eyes of the 
general public, which it communicates to the other banks which 
bank with it. There is an impression that the Government is 
always behind the bank, and that the bank is always behind the 
other banks, and this feeling has certainly done much to foster the 
confidence of the British public in its banking system. 

A credit in the books of the Bank of England has come to be 
regarded as just as good as so much gold; and the other banks, 
with one exception, habitually state their “cash in hand and at the 
Bank of England” as one item in their balance sheets, as if there 
were no difference between an actual holding of gold or legal 
tender and a balance at the Bank of England. It thus follows 
at times when an increase of currency is desirable, it can be ex- 
panded by an increase in the balances of the other banks at the 
Bank of England, since they thus become possessed of more cash 
to be used as the basis of credit. For currency in England chiefly 
consists of checks, and customers who apply to the banks for 
accommodation, by way of discount or advance, use it by drawing 
a check which is passed on and so creates a deposit ; and expansion 
of currency thus consists chiefly in expansion of banking deposits. 
This expansion is only limited by the proportion between deposits 
and cash which the banks think fit to keep, and as long as they 
can increase their cash by increasing their credit in the Bank of 
England’s books the creation of currency can proceed without let or 
hindrance. Their balances can be increased by borrowing from the ~ 
Bank of England, which is generally carried out not by the banks 
themselves but by their customers from whom they have called in 
loans, and the Bank of England is thus enabled to provide emer- 
gency currency with great ease, by means of loans and discounts 
which are used to swell the balances of the other banks, which 
thus show an increase of the cash at the Bank of England which 
they use as a basis for credit operations. The elasticity of the 
system is thus remarkable, and the merchants and bill brokers of 
London can by taking approved security to the Bank of England, 
increase the basis of English credit in a few minutes by borrowing. 

1. Examining these functions.of the Bank of England in closer 
detail we find that its first and most obvious one, which originally 
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brought it into being, of financing the British Government and 
acting as its banker, is now perhaps its least difficult and important 
duty. Apart from the prestige which ‘it thus acquires and its close 
touch with the Government and the officials of the Treasury, the 
Bank’s position as government banker is of little direct material 
advantage. Its duties as such, besides the normal relation between 
a bank and a customer, consist chiefly in making advances to the 
treasury in the shape of “deficiency advances” when the govern- 
ment balances are too low to admit of the payment of the quarterly 
interest on the British debt without replenishment, or against 
“ways and means” advances at times when the revenue is coming 
in more slowly than government expenditure is proceeding. It 
also, when the Government has to borrow to a greater extent, 
manages its issues of treasury bills, or any loan operation that the 
Government may have to undertake, such as the creation of fresh 
debt in time of war, or the periodical borrowing recently neces- 
sitated by the requirements of the Irish land-purchase scheme. 
The variations in the amount of the Government’s balance at the 
Bank of England are a question of great importance to the outside 
_money market, because when this balance is big the result is that a 
large amount of money is in the control of the Bank of England, 
and the resources of the outer market are thus curtailed. 

It has already been shown that the balances of the other banks 
at the Bank of England are treated by them as cash and used as 
the basis of credit. Consequently when the payment of revenue 
on a large scale transfers large amounts from the other banks 
to the government account in the Bank of England’s books, the 
outer market’s basis of credit is thus reduced and money tends 
to become scarce and dear. This is especially noticeable in the 
last quarter of the financial year, January to March, when the 
payment of the direct taxes (income tax, and house duty) trans- 
fers many millions from the tax-paying public, through its bankers, 
to the national exchequer’s credit at the bank. Between December 
28, 1907, and March 27, 1908, public deposits, or government 
balances, at the Bank of England rose from £5,625,000 to £19,- 
843,000 by the operation of this process. This transfer makes a 
gap in the basis of credit which has to be filled up by borrowing, 
and it is usual to find that, according to the phrase current in 
Lombard Street, “the market is in the bank’”—that is, the mer- 
chants and brokers are borrowing from the Bank of England 
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throughout the greater part of this quarter of the year. When the 
market is borrowing from the Bank it does so either by discounting 
bills with it at Bank rate, which is the official minimum rate of dis- 
count, or by taking advances on securities, for which advances: it 
usually pays one-half of 1 per cent above bank rate; and since 
bank rate is, except on quite rare occasions, above the rates for 
loans and discount current in the outside market, it will be seen 
that this transfer of revenue funds to the Government’s balance 
normally raises the current value of money during the period 
in which it is proceeding. 

Dealers in credit, who are pinched in pocket by this habitual 
decrease in the supply of money at this season, cry out against the 
system, and maintain that the revenue ought to be distributed 
among the other banks until it is required for government disburse- 
ments at the end of the quarter, in the same manner as the United 
States Treasury deposits, when placed with the American banks, 
are divided among many. Such a change, however, would ob- 
viously strike at the very basis of the English system, which has 
grown up with all its anomalies into a very practical and trust- 
worthy instrument. If the Bank of England were deprived of its 


privilege of holding the revenue as paid in, it would have to be 
remunerated more highly, not only for the other work that it'does — 


for the Government, but also for performing other functions for 
the community, which, as will be seen later, throw onto it responsi- 
bilities which hamper its earning power as a banker. If any altera- 
tion is necessary of an arrangement which causes chronic incon- 
venience to dealers in credit during the greater part of a quarter 
of the year, it would more naturally be found in a reorganization 
of the system under which most of the direct taxes are paid in one 
quarter. It has already been shown that the position of the Bank 
of England as government bank gives it a prestige in the eyes of 
the public, which it passes on to the other banks which are its cus- 
tomers; and a banking system is so largely a psychological matter 
that the most radical reformer would hesitate before making any 
alteration which would tend to shake the basis of this prestige. 

2. The second of the Bank of England’s distinctive functions— 
its acting as banker to the rest of the English banking community 
—is the one which throws upon it its most serious responsibilities 
and gives it most of its actual power and ease in working. The 
Government gives it prestige in the eyes of the multitude, which 
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considers that governments are omnipotent; the other banks give 
it the power of providing emergency currency by making entries 
in its books, and so acting as the easily efficient center of a bank- 
ing system in which elasticity and the economy of gold are carried 
to a perfection which is almost excessive. Nevertheless, it pays 
heavily for its apparently privileged position as bankers’ bank. At 
first sight it would appear that these customers, keeping a regular 
balance of twenty-odd millions, which varies little and on which the 
Bank of England pays no interest, were a source of comfortable 
income and no anxiety to it. But in the first place it is obvious that 
a liability which is regarded as cash by the rest of the banking 
community requires special treatment by its custodian, and in prac- 
tice it is so specially treated that the Bank of England maintains a 
proportion of cash to liabilities which is fully twice as high as that 
of the strictest of the other banks. This proportion rarely is 
allowed to fall below 33 per cent and generally ranges between 40 
and 50 per cent, and it need not be said that this high level of cash 
holding tells heavily on the-earning power of the Bank of Eng- 
land. Moreover, it is its position as bankers’ bank that exposes 
the Bank of England to the responsibility of maintaining the gold 
reserve for English banking and being prepared to meet, in gold, 
any draft on London that anyone abroad who has acquired or 
borrowed the right to draw wishes to turn into metal to be shipped 
to a foreign country. 

The amount of the bankers’ balances is not separately stated, but 
is wrapped up in the total of the other deposits in the Bank of 
England’s weekly return. It is believed to average about 22 
millions in these days, and it is often contended that valuable light 
would be thrown on the monetary position if this item were 
separated from the balances of the other customers of the Bank. 
Many of the outer bankers are in favor of this change, but there 
is a serious practical objection to it, in that a dangerous impression 
might be created in the public mind af at any time it were seen 
that the bank’s cash reserve was below its liability to its banking 
customers; and the separate publication of the bankers’ balances 


might thus check the readiness with which the Bank_of England 


creates emergency credit. Another suggestion that is sometimes 
made by the many critics of the existing order of things in English 
banking is that the banks should keep their cash reserves them- 
selves; but this very revolutionary change would deprive the sys- 
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tem of its two great advantages, a centralized organization with a 
center which specializes on the duties involved by acting as center, 
and the extreme elasticity with which the present arrangements 
work. At the same time it must be admitted that the system by 
which the other banks treat their balances at the Bank of England 
as cash leads to the existence of a vast amount of “cash” in Eng- 
land which on being looked into is found to consist of paper securi- 
ties or promise to pay. If we assume that the proportion of cash 
held by the Bank of England is 50 per cent of its liabilities—it does 
not always stand so high—the other 50 per cent being represented 
by securities, this at once shows that only half the bankers’ balances 
are backed by cash. And we shall see when we look into its weekly 
return that its cash in its banking department, of which the | 
bankers’ balances are a liability, consists largely of its own notes; 
and its own notes are backed, to the extent of about one-third, by’ 
securities. So that the actual gold held against these bankers’ 
balances consists roughly of about two-thirds of a half of them, 
or one-third of their total. And when it is considered that these 
_bankers’ balances are treated by the bankers as equal to cash in 
hand: and are made the basis of credit, on which they build liabili- 
ties ranging from five to ten or even in extreme cases to fifty times 
their extent, it becomes evident that the critics who maintain that 
the multiplication of credit and the economy of gold are carried. 
too far in England have a solid foundation for their contention. 
3. The Bank of England’s monopoly of note issue, which once 
gave it the monopoly of joint-stock banking in London, is now a 
matter of comparatively minor importance, owing to the change 
in English banking habits by which the check has ousted the bank 
note for the purpose of daily commercial payments, and the regu- 
lations which were imposed on the note issue by the bank act of 
1844. Its monopoly lay in the provision, which was one of its 
early privileges, that “it shall not be lawful for any body politic or 
corporate whatsoever, or for any other persons whatsoever, united 
or to be united, in covenants or partnerships exceeding the number 
of six persons, in that part of Great Britain called England, to 
borrow, owe, or take up any sum or sums of money on their bills 
or notes payable at demand.” ‘This monopoly was conferred on 
the bank in 1706 and was maintained until 1826, when the implied 
monopoly in joint-stock banking was restricted to a 65-mile radius 
around London. In 1833 joint-stock banks were established in 
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London itself, since it had been discovered that the Bank of Eng- 
land’s alleged monopoly only reserved to it the privilege of note 
issue, and the private bankers in London had already found that it 
was more convenient to banker and customer to work by the 
system of deposit and check. By this system a customer who took 
a loan from his banker did not carry it away with him in the 
form of notes, but was given a deposit or credit in the bank’s books 
and the power of drawing checks against it. The development of 
this system has made money in England mean, as a rule, a credit 
in the books of a bank which enables its holder to draw checks, 
arid has made checks the chief currency of the country. 

The development of this system was quickened by the provisions 
of Peel’s Act of 1844, which, under the influence of banking dis- 
asters that had arisen out of reckless note issuing by private bank- 
ing firms in the counties, laid down an iron rule for the regulation 
of note issues in England. None of the other note issuers were 
allowed to increase their issues under any circumstances, and the 
Bank of England, for every additional note issued beyond £14,- 
_ 000,000, was to hold metal in its vaults. Under the terms of Peel’s 
Act one-fifth of this metal might be silver, and in the early returns. 
issued by the bank under the act a certain amount of.silver is found 
among the assets of the issue department. In the first return issued, 
for example, which was dated September 7, 1844, the total note 
issue was £28,351,000, which was backed by £14,000,000 in securi- 
ties, £12,657,000 in gold coin and bullion and £1,694,000 in silver. 
But since 1853, no silver has been held in the issue department of 
the bank, and in 1897, when the influence of the bimetallists on the 
existing Government led to a proposal that the proportion of silver. 
allowed by law should be held by the bank as backing for its 
note issue, public opinion expressed itself so vigorously that the 
suggestion was promptly buried. The bank’s fiduciary note issue, 
thus fixed at £14,000,000 was only allowed to increase by the lapse 
of the issues of the existing issuers; the bank being empowered 
to increase it by two-thirds of the amount lapsed. The lapsing 
process has proceeded steadily by the amalgamation of country 
banks with banks which have London offices and so are pro- 
hibited by the bank’s monopoly. And the bank’s fiduciary issue 
has thus been raised from the original £14,000,000 to £18,450,000. 
Above this line it can not go except by means of the suspension of 
the bank act, which has been found necessary occasionally in times 
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of panic, the last of such occasions having occurred in 1866. The 
English currency system is thus, as far as the law can rulésig; 
entirely inelastic, but it has already been shown that even when thie 
law of 1844 was passed, the check currency, over which the law 
exercises no restriction, was already driving out the note, and 
banks without any right of note issue had been 11 years established 
-in London. The Bank of England’s note issue is now chiefly used 
by other banks as “till money,” or part of the store of legal-tender 
cash they keep to meet demands on them. It has thus become part 
of the basis of credit in England, since the other banks roughly 
base their operations on their holding of cash in hand and at the 
Bank of England. Their cash at the Bank of England has already 
been discussed above; their cash in hand consists of coin and notes, 
and since the latter have thus become part of the foundation on 
which the deposit liabilities of the other banks are based, there is 
reasonable ground for the contention often put forward by prac- 
tical expert critics of the English system, that the fiduciary note 
issue should be reduced. by the repayment by the Government of 
the whole or part of a Government debt of £11,000,000 to the 
bank, which backs the greater part of it, and its replacement by 
gold. It is evident that the amount of metallic backing for a note 
issue which is intended to circulate as currency is a different 
matter from that*required in the case of a note issue which is held 
by bankers as a reserve and used by them as a foundation for a 
pyramid of credit operations. 

4. By the ease with which the Bank of England provides emer- 
gency currency it gives the English banking system the great ad- 
vantage of extreme elasticity and adaptability ; and it is enabled to 
do this by the fact that it acts as banker to the other banks, and 
that every credit which they have in its books is regarded by them 
and by the rest of the community as “cash” to be taken as prac- 
tically equal to so much gold. ‘This cash at the Bank of England 
in the hands of the rest of the bankers can be multiplied as rapidly 
as the Bank of England is prepared to make advances, and as the 
mercantile and financial community can bring it bills for discount 
or securities to be borrowed on. There is no legal restriction of any 
sort or kind, and the close relations between the bank and its bor- 
rowing customers enable the necessary operations to be carried 
through with a celerity which is unrivaled, at any rate in the 
Eastern Hemisphere. The process works as follows: In every 
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English bank balance sheet there will be found an item among a 
assets “cash at call or short notice,’ though in a few cases the, 
slovenly habit is adopted of including this entry along with the 
cash in hand. This “cash,” as it is called, really consists chiefly of 
loans made by the banks to the discount houses, and regarded by 
the banks as the most liquid of their resources. As such, it is at 
- once made use of when for any reason, such as the many payments 
which have to be made on quarter days, or the end of the half year 
when the preparation of balance sheets by firms and companies re- 


quires an abnormal amount of cash for more or less ornamental” 


purposes, the banks are subjected to extra pressure by their cus- 
tomers, who both withdraw actual currency from them for smaller 
payments, and require advances in order to show cash with banker 
in their balance sheets. 

The banks in order to meet this pressure, and at the same time 
to preserve an adequate amount of cash in their own statements, 
call in their loans from the discount houses; the discount houses, at 
a point, can only repay them by borrowing from the Bank of Eng- 
land and transferring the credit raised with it to the bankers, whose 
cash at the Bank of England is thus increased. This book entry 
takes the place in their balance sheets of the legal-tender cash that 
their customers have withdrawn, and is used as the basis for the 
increased deposits that have been created by the loans of the 
bankers to their customers for ornamental purposes. Similarly at 
the time of year when the transfer of the taxes to the Govern- 
ment’s balance reduces the cash at the Bank of England held by the 
other banks the gap is filled by the loans made by the Bank of 
England to the customers of the other banks. In short, by dis- 
counting and making advances the Bank of England can at any 
time create book credits, which are regarded as cash by the Eng- 
lish banking community, and on which the latter can base the 
credits which give the right to draw checks, which are the most 
important part of the English currency. The extent to which the 
Bank of England can create this credit is a matter for its own 
discretion, but any creation of it diminishes the proportion that it 
shows in its own weekly returns between its reserve and liabilities. 
Consequently when it is applied to for amounts which bring that 
proportion too low the Bank of England has to take steps to rein- 
force its cash reserve. 

5. It has been shown that the Bank of England keeps the bal- 
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ances of the other banks, and from this it follows that the latter 
look to it.for gold or notes at times when the local commercial 
community requires an extra supply. At the end of every month, 
especially at the ends of the quarters or at times of national holi- | 
days, the Bank’s note circulation expands and coin is taken from 
it. The duty is thus thrown upon it of keeping an adequate supply 
of cash for home purposes, and, as has been already stated, its 
normal proportion of cash to liabilities is very much higher than 
that of the other banks. But these movements are tidal and reg- 
ular, and though times of active trade increase slightly the de- 
mand for coin and note currency in England, the extensive and 
ever-growing use of the check reduces the importance of this 
part of the bank’s duties. 

6. Much more important is the Bank of England’s duty as 
custodian of the gold store for international banking. London is 
the only European center which is always prepared to honor its 
drafts in gold immediately and to any extent. The Bank of France 
has the right to make payments in silver, and uses it by often 
charging a premium on gold, sufficient to check any demand for 
it; and in other centers measures are taken which make apparently 
free convertibility of credit instruments optional at the choice of 
the central bank. Consequently the Bank of England has to be 
prepared to meet demands on it at any time from abroad, based on 
credits given to foreigners by the English banking community, and 
it has thus to observe the signs of financial weather in all parts 
of the world and to regulate the price of money in London so 
that the exchanges may not be allowed to become or remain ad- 
verse to a dangerous point. The difficulties of this task are in-. 
creased by the extent to which the English banking community 
works independently of it, by accepting and discounting finance 
paper, and giving foreigners credits at rates which encourage their 
further creation. For the low and wholly unregulated proportion of 
cash to liabilities on which English banking works, enables the 
other banks to multiply credits ultimately based on the Bank of. 
England’s reserve leaving the responsibility for maintaining the 
reserve to the bank. This it does by raising its rate when necessary, 
and so, if it has control of the market and its rate is “effective” — 
a phrase which will be explained later—raising the general level 
of money rates in London. 


When its rate is not effective, the Bank of England finds itself 
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obliged to intervene in the outer money market—consisting of the 
other banks and their customers—and control the rates current in 
it: This it does by borrowing some of the floating funds in this 
market, so lessening their supply and forcing up the price of 
money. By means of this borrowing it diminishes the balances 
kept with it by the other banks, either directly or indirectly— 
directly if it borrows from them, indirectly if it. borrows from 
their customers who hand the advance to it in the shape of a check 
on them. The result is that so much of the “cash at the Bank of 
England,” which the English banking community uses as part of 
its basis of credit, is wiped out, money—which in London gener- 
ally means the price at which the bankers are prepared to lend for 
a day or for a short period to the discount houses—becomes dearer, 
the market rate of discount consequently tends to advance, the 
foreign exchanges move in favor of London, and the tide of gold 
sets in the direction of the Bank of England’s vaults, and it is 
enabled to replenish its reserve or check the drain on it. That 
the Bank of England should have to go through this clumsy cere- 
mony of borrowing money that it does not want, in order to 
deprive the outer market of a surplus which depresses discount 
rates in a manner that is dangerous owing to its effect on the for- 
eign exchanges, arises from the want of connection between bank 
rate and market rate. In former days the London money market 
never had enough money to work with without help from the 
Bank of England. Bagehot, in his great work on Lombard 
Street, published in 1873, says that “at all ordinary moments there 
is not money enough in Lombard Street to discount all the bills in 
Lombard Street without taking some money from the Bank of 
England.” 

As long as this was so, bank rate—the price at which the bank 
would discount bills—was at all times an important influence on the 
market rate. Since then, however, the business of credit making 
has been so quickly and skillfully extended that Lombard Street 
is frequently able to ignore bank rate, knowing that it will easily 
be able to supply its needs from the other banks, at rates 
which are normally below it. Currency in England consists 
of checks drawn against deposits which are largely created by the 
‘loans and discounts of the other banks. There is no legal limit 
whatever on the extent to which these loans and discounts can be 
multiplied, and the only limits imposed are those of publicity, 
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which is applied rarely in all cases and in some not at all, and of 
the prudence with which the banks conduct their business. Hence 
it follows that competition between the banks often impels them to 
continue to make advances or discount bills at low rates when the 
Bank of England, as custodian of the English gold reserve, thinks 
it advisable in the interests of the foreign exchanges to impose a 
higher level. This it does by borrowing some of the credit manu- 
factured by the other banks, in order to create artificial scarcity of 
money, and make its own official rate effective. 

It thus appears that the Bank of England’s official rate is often 
through long periods a mere empty symbol, bearing no actual 
relation to the real price of money in London; and only becomes 
effective, and a factor in the monetary position (1) when the 
trade demand for credit is keen enough to tax the credit-making 
facilities of the other banks to their full extent, (2) when the 
payment of taxes transfers large sums from the other banks to the 
Government’s account at the Bank of England, so reducing the 
“cash at the bank” on which they build credit operations, and (3) 
when, owing to foreign demands for gold, the Bank of England 
takes measures, by borrowing, to restrict credits in the open 
market and to make its rate effective. In other respects its official 
rate differs materially from the rates quoted by ordinary dealers 
in credit. It does not fluctuate according to the supply and demand 
for bills, but is regularly fixed once a week at the meetings of the 
Bank of England court on Thursday morning. It is extremely 
rare for any change to be made in the Bank of England rate on 
any day except Thursday. Instances occur rarely when some 
sudden change of position makes it essential, as at the end of 
1906, when the bank rate was raised to 6 per cent on a Friday 
morning. In normal times the rate which is fixed on one Thurs- 
day is maintained until the next, though the rate is only a minimum 
and the Bank of England occasionally takes advantage of this fact 
and refuses to discount at its minimum, which still remains osten- 
sibly the bank rate, while the bank actually makes a rather higher 
charge, which is usually made the official rate on the next Thursday. 

But it must not be supposed that when bank rate is ineffective 
the Bank of England is doing no business. It discounts bills and 
makes advances at market rates at its branches, and also at its ” 
head office to its private customers. Bank rate may be described 
as the price at which the bank is prepared to discount in its official 


THE ENGLISH BANKING SYSTEM |... 579 


capacity as center of the London market, and it is because appeal 
is only made in exceptional circumstances to the bank to provide 
credit in this capacity that bank rate is often ineffective. 

Finally, the position of the Bank of England, and its relation to 
the English money market, as a local and insular affair, may be 
summed up by saying that the bank, by means of the prestige 
which makes a credit in its books as good as gold enables the 
banking community to expand credits and make check currency 
as long as it is prepared to lend credit. And the extent to which 
it is prepared to lend credit is only regulated by its own discretion 
and consideration for the proportion between its cash and liabili- 
ties. At the end of the half year it is sometimes applied to for 
fresh credits to the extent of over twenty millions sterling, chiefly 
in the form of advances for a few days. On one side of its 
account its holding of securities is expanded by this amount and 
on the other its liability on deposits is similarly swollen. 


Money in England is thus to a great extent a convention based 
on the assumption by the community that a credit in the Bank of 
England’s books is as good as gold. This assumption the bank 
cultivates by means of the high proportion of cash that it keeps in 
normal times. At the end of the year it allows it, as has been 
shown, to run down rapidly, knowing that the demand on it at 
that period is short lived and is chiefly on account of borrowers 
who will leave the sums borrowed to their credit in its books; but 
at other times its cash proportion is carefully controlled by move- 
ments in its official rate and the measures described above. 

The problem of providing emergency credit and currency 
capable of easy expansion and rapid contraction is thus solved by 
means of this convention, backed by the use of the check currency 
which cancels itself day by day, each check existing only for the 
purpose of the transaction which it completes. 

At the same time the Bank of England is obliged by the pressure 
of external conditions frequently to regulate the price of money in 
London. This necessity for regulation is a fact which is only 
dimly grasped by the London money market as a whole, which 
frequently resents the operations of the Bank of England and con- 
tends that the price of money ought to be left to the natural laws of 
supply and demand. The position of the London money market, 
however, as the only one in which gold can at all times be obtained, 
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to any extent and without question, clearly makes some regulation 
of the rates at which it is prepared to work inevitable. None of 
the various items which compose the market can be expected to 
conduct their business with a view to the necessities of the market 
as a whole. If a banker wants to increase his holding of bills, he 
naturally does so at the market rate, without considering whether 
his doing so is likely to turn the foreign exchanges against London 
and so cause a demand on London for gold. Consequently the 
exigencies of their daily business, and the strong competition be- 
tween them, impel the banks and discount houses to do business 
at rates which may sometimes be dangerous to the general interest, 
and it is thus clearly necessary that some institution with a com- 
manding position at the head of the machine should occasionally 
intervene and regulate its operations. i 


B.—THE FINANCIAL INSTITUTIONS OF GREAT 
BRITAIN * ; 


Great Britain, with London as its financial center, has 
developed several types of financial institutions to take 
care of the industry and commerce of the nation. Each 
has arisen because of a special need and changes are 
gradually being made to meet conditions. The system is 
the result of a gradual evolution. The World War 
brought some changes in operations and methods, and 
since then other new dévelopments have taken place. 
Chief of these is the amalgamation of the smaller banks 
with a few of the very large banks. As has always been 
the case, the Bank of England is the center of the system, 
with the other institutions more or less dependent upon 
it. The work of these different institutions is described 
in the following paragraphs.—[Ed. Note. ] 


The financial system of which London is the center is an edifice 
of slow growth, the foundations of which penetrate to the very 
beginnings of England’s national trade. The credit structure of 
Great Britain embodies many types of institutions, the several 
functions of which are the result of evolution rather than reasoned 


ie An article by L. R. Robinson in Trade Information Bulletin No. 99, 
Finance and Investment Division, United States Department of Commerce. 


4 te 


THE ENGLISH BANKING SYSTEM 581 


planning.. This structure has, therefore, the flexibility natural in 
a fine division of labor and the stability of a slow adaptation to 
changing world conditions. 

The Bank of England. This institution remains the hub of 
the financial wheel, although its total resources are far outstripped 
to-day by any one of the five great English banks.* As is shown 
in the next section, exchequer operations conducted through the 
Bank of England have important effects in the loan market. Fur- 
thermore, as the central institution holding banking reserves and 
constituting the final reservoir of credit, this institution is in posi- 
tion easily to dominate the money market in times of stress and 
always to control rates if it chooses to compete actively enough 
for funds. Until London becomes again a free gold market the 
position of the Bank of England as protector of the nation’s 
metallic reserve can not have its pre-war significance; but the 
ratio of gold and Bank of England notes in its vaults to the 
“public” and ‘private’ deposits on its books is carefully watched 
as indicating the strength of the foundation upon which the city’s 
vast credit superstructure rests. 

Before the war the ratio between gold (including Bank of Eng- 
land notes, which are practically gold certificates) and liabilities 
averaged from 40 to 50 pon cent. The present average of reserves 
is 15 to 20 per cent. 

Since the introduction of a new form of legal tender in the 
shape of currency notes, the effective reserve of the bank must be 
reckoned as the above plus the difference bétween the total out- 


.standing currency notes not backed by gold or bank notes and 


the maximum fiduciary issue for the year. By the fiduciary issue 
is meant the amount of currency notes outstanding in excess of 
the gold and Bank of England’ jnotes held against them. The 
maximum fiduciary issue for any year is the highest point touched 
by the fiduciary issue of the previous year. The Government's 
power to issue extra legal tender currency notes covered only by 
securities is therefore a factor to femember in calculating the 
Bank of England’s potential reserve, as the bank can always 
arrange to receive new notes in exchange for certain securities 

*The group called the “Big Five” is made up of the dominant joint- 
stock banks emerging from the striking consolidation movement in the 
years 1917 to 1921. (See section headed “Recent Centralizing Tendencies.”) 


They are Barclays, Lloyds, London Joint City and Midland, National Pro- 
vincial and Union, and the Westminster Bank. 
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among its assets (that is, if there is still leeway for issue under 
the maximum fiduciary amount). 

The Exchequer and the Bank of England. The effect of 
exchequer operations on the money market is felt through its 
fiscal agent, the Bank of England, at times when receipts are 
accumulating from taxes or loans or when large disbursements 
are being made on debt service or supply accounts. Far more 
than in pre-war days of comparatively modest budgets, these re- 
ceipts and expenditures cause large-scale displacements of cur- 
rency which affect at any time the purchasing power of the people 
and the conditions under which call and time loans can be made. 

Apart from temporary strain and ease at times when taxes be- 
come periodically due and larger Government disbursements are 
made, the ebb of revenue and flow of payments in a balanced 
budget would not greatly affect average rates for commercial loans 
or the buying power of the people. Gigantic transfers of funds 
which public expenditure during and since the war has neces- 
sitated must of course continually disturb commerce and industry, 
but so far as private credit is concerned the effects would be 
minimized if the treasury did not reduce or enhance over long 
periods the buying power of the masses or the loanable funds of 
the banks. In Great Britain current income and outgo are now 
balanced for the most part by changes in the floating debt, and it is 
in the varying composition of this that the influence of the Gov- 
ernment through its agent, the Bank of England, can best be 
traced in the money market. The floating debt takes the form of 
treasury (generally three months’) bills, and ways and means ad- 
vances—the latter consisting of loans to the exchequer from the 
Bank of England—and from the various public departments which 
permit temporary use of their idle funds. 

At a time when disbursements are in excess of receipts the ex- 
chequer has resort both to borrowing at the Bank of England and 
the sale of treasury bills. As between these two forms of floating 
debt, overdrafts at the Bank of England have potentially the 
greater effect on the money market... There is virtually no limit 
(except the total appropriations made by Parliament) in the ex- 
tent to which the Government’s right to draw may be increased 
by agreement between it and the Bank of England. This newly 
created credit comes into circulation through Government drafts, 
finds its way into the banks, and finally increases their deposits 
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at the Bank of England. If these ways and means advances are 
long continued, the tendency therefore is toward a flow from con- 
stantly replenished “public” to “private” deposits, which in their 
turn increase the lending power of the banks in the ratio which 
their accounts at the Bank of England usually bear to their deposit 
liabilities. However that may be, ways and means advances from 
the Bank of England have now become merely a temporary ex- 
pedient, overdrafts of exchequer accounts being promptly repaid 
from tax revenue or from the proceeds of the sale of bills. The 
ultimate effect of tax payments and the placing of short-dated 
treasury bills (whether bought by banks or the public) is of course 
to reduce banking reserves at the central institution, thereby can- 
celing the above-mentioned inflationary forces set in motion by 
ways and means advances.* So used, the advances are only a con- 
venient means of tiding over week to week exchequer shortages, 
and leaving the money market as though the equilibrium of Gov- 
vernment receipts and disbursements were attained solely by the 
sale and retirement of treasury bills. When receipts are in excess 
of disbursements, the purchase of bills by the Government or the 
failure to reissue them after redemption tends to release funds 
which would otherwise be withdrawn for a period from the mar- 
ket, and vice versa. Nothwithstanding considerable progress made 
in the latter part of 1922 and early in 1923 toward minimizing the 
disturbing effects of exchequer activities, a normal condition has 
not yet been so far restored that prevailing rates are principally 
a reflection of commercial as against fiscal needs. 

To analyze more closely the effect on the money market of the 
purchase of treasury bills of the Government, the collection of 
taxes causes a reduction of private banking balances in favor of 
the exchequer’s account at the Bank of England. The disburse- 
ment of revenues for ordinary and debt service expenses of the 
Government reduces the exchequer’s deposits and increases private’ 
banking accounts correspondingly. A balanced budget would not, 
therefore, greatly disturb the money market or the purchasing 
power of the people, except for the effect of temporary displace- 
ment when the intake and outgo are not simultaneous or of even 
level. To cushion these temporary displacements, giving the 

* Of course, the mere existence of a larger reserve ratio would not in 


itself, without pressure for credit from the clients of the banks, result in 
inflation. 
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Government needed revenue in times of shortage, and a useful 


means of employing idle funds in times of plenty, the treasury 
bill is the best device. 

At times of shortage the exchequer avoids accumulating ways 
_ and means advances by taking from the public, through the sale 
of treasury bills, an amount equivalent to the excess over current 
revenue, of its disbursements to the public. This has the same 
compensatory effect in temporarily canceling purchasing power 
(through the drawing down of bank balances) as the payment of 
taxes. When surplus funds accumulate in the exchequer accounts, 
the process is reversed. On the other hand, if the bills are sold 
to the banks, as they have been in great quantity in England, the 
net result is merely to lower the ratio of banks” reserves to their 
deposit liabilities, and perhaps to lessen the funds available for 
loans in the bill market. An equivalent amount of purchasing 
power would not in this case be canceled, and the same thing is 
true if the treasury bills lodge with discount companies and 
brokers. It is fruitless to push the analysis further, but the 
above suggests a few of the underlying complications in a subject 
discussed so much and understood so little. 

In the boom period of 1919-20, ways and means advances 
from the Bank of England to the Government were continued for 
long times and in large amounts, even after the time when such 
advances represented in part funds borrowed for public uses from 
the market by the banks. They are now, however, as stated be- 
fore, reduced to comparatively small sums and so regularly re- 
paid that frequently they disappear altogether. Treasury bills. 
which really determine the size of the floating debt, are outstand- 
ing in such huge amounts * that the mere operations of keeping it 
afloat (that is, redeeming and reissuing) make a considerable im- 
pression on the money market. In fact, until treasury bills were 
‘put out on the tender basis ¢ in April, 1921, the rate at which the 


* The total floating debt at the end of 1921 was £1,259,840,000, of which 
£1,059,806,000 consisted of treasury bills. At the end of 1922 it stood at 
£941,051,500, of which £719,040,000 was in treasury bills. Before the war 
the average figure rarely exceeded £30,000,000. 

+ The exchequer, instead of determining the rate and selling the bills ‘on 
tap” to any one willing to buy them at the fixed price, now offers a maxi- 
mum amount weekly and assigns those issued to the highest bidders. In 
this way the treasury bill rates follow, rather than fix, the market rates, 
and the Government borrows its funds at lower cost. Present “tap” rates 
at which further amounts of treasury bills are sold between the weekly 


So 
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exchequer offered its vast quantities of short-dated paper actually 
determined the bank and discount rates ; and the break in the trade 
boom in 1920 was precipitated by the drastic rise in the Bank of 
England official discount and other rates consequent upon the 
very liberal terms under which treasury bills were floated. 

Since the spring of 1921 the Government has abandoned its 
immediate control of discount rates, and has paid for its short- 
time loans only what the market dictated. From the middle of 
1921 to the middle of 1922 large amounts of treasury bonds 
(generally of five to ten years’ maturity) were sold with the 
object of refunding a goodly portion of the floating debt at the 
lower, rates then prevailing; and since March, 1922, these have 
also been marketed on an ordinary tender basis. Whether or not 


_the treasury bonds were floated with a further intention on the 


part of the authorities of strengthening sterling by continued de- 
flation, the result has certainly been to reduce idle bank balances 
which might otherwise have been later used to effect purchases. 
In times of more active trade the Government would have less 
inducement, in the way of lower rates, for stabilizing its debt; 
and any exchange on the same scale of long-time for short-time 
securities would seriously hamper trade. Furthermore, the treas- 
ury bill is now virtually a. form of currency. Convenient de- 
nominations and maturities, coupled with absolute safety, make it 
an ideal type of bill for discount and collateral loan purposes, and 
it would be difficult to find a satisfactory substitute if the floating 
debt were greatly reduced. 

The exchequer, therefore, still dominates the money market, 
although it does not now use its controlling power. It needs only 
to cut deeper into the weekly tenders for treasury bills and bonds 
to stiffen rates by selling more at a higher discount. In studying 
the many factors bearing upon London’s facilities for long and 
short time credit, the student should closely watch the average 
ways and means advances, the volume of treasury bills outstand- 
ing, the state of the public (Government) deposits at the Bank 
of England, and the ways in which these deposits are being built 
up or maintained. 

The Joint-Stock Banks. As against the public or Government 


tenders are fractionally below the average rate of the latest tenders accepted, 
and therefore depend in their turn upon broader market forces. 
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deposits at the Bank of England stand the private deposits, which 
embody the reserves of the joint-stock banks and the balances 
which the central bank holds for other financial institutions as well 
as a number of private clients. It is the practice now, as 
formerly, for reserves to be kept with the Bank of England, ex- 
cept that part which each bank’s experience leads it to retain in 
its till, and the balances which the ordinary course of its business 
necessitates in other banks. In their published balance sheets 
English banks fail to distinguish between cash on hand and funds 
with the Bank of England; but the item appearing as “Balances 
with, and cheques in course of collection on other banks in the 
United Kingdom” is generally about one-third of the “Cash and 
balance at Bank of England.” 

The great joint-stock banks have come to share with the Bank 
of England the task of balancing and directing the mechanism 
of the entire financial system. Active competition exists between 
them, and the United Kingdom is covered with a network of 
branches. So rapid has been the process of affiliation and amal- 
gamation in recent years that there are to-day fewer important 
independent banks than in Canada, while the decentralized Amer- 
ican system offers no parallel whatever. Despite the fact that 
the “Big Five” tower above it in size and compete with it in the 
private departments of its business, the Bank of England retains 
its historical prestige and its influence is probably more continu- 
ously felt in the discount and loan market than that of our Fed- 
eral reserve banks. This is due to the comparative decentraliza- 
tion, from the English point of view, of even our present system, 
the lateness of the change, and a conservatism in dominating the 
money market which stands in sharp contrast with the Bank of 
England’s vigorous policy in time of stress. 


The English joint-stock bank is a commercial bank in the 


American sense. While its investment account is generally 
. heavier than that of the American bank represented in London, 
its business is primarily of the loan, discount, and acceptance type. 
It is not possible to distinguish between the dozen or so important 
English institutions—as one can between the French—as to which 
ones are doing a deposit business and which specialize in industrial 
banking. The close affiliation of the leading German banks with 
manufacturing and commercial enterprises finds no counterpart in 


THE ENGLISH BANKING SYSTEM 587 


England. The heavy commitments of the dwindling number of 
English joint-stock banks, not only to their own depositors and 
shareholders, but also to merchants and bankers throughout the 
world, compel them to keep a greater portion of their assets in 
liquid form and to avoid entangling alliances with “big business.” 
This is particularly true of the “Big Five” among English joint- 
stock banks, with which, as with the Bank of England, most other 
banks keep accounts. The policy pursued by continental banks of 
locking up a larger part of their funds in bonds and even stocks 
and of pledging themselves to certain issues, is partly justified by 
the greater margin of subscribed capital on which they work, and 
by the fact that deposits can not be withdrawn on demand as 
generally as in England. 

The Scotch and Irish joint-stock banks form fairly distinct 
groups, although there has been a considerable tying up of Scottish 
institutions with various ones of the “Big Five” during recent 
years. Any sketch of present-day British banking would also 
have to describe the postal and trustee savings banks and the 
private banks. The former are so unimportant in a commercial 
sense and the latter have been so rapidly absorbed by joint-stock 
banks, particularly by the “Big Five,” that a brief conspectus can 
omit them. The functions of private banks are the same as those 
of the joint-stock variety, and only three of the important London 
banks are now unlimited or “private” companies. These are 

Coutts & Co.} Cox & Co., and Glyn, Mills & Currie. The first 
and third are members of the bankers’ clearing-house; since 1920 
Coutts & Co. have been affiliated with the National Provincial and 
Union Bank, and in 1923 Lloyds has taken over Cox & Co. 

The Discount Houses. These agencies and bill brokers work 
closely with the banks as intermediaries between buyers and sellers 
of commercial paper, of which at least the larger companies are 
always able to offer wide variety in maturities and names, with 
the additional weight of their own*indorsement. Discount and 
bill houses are generally private firms or companies. Some of 
them are merely “running” brokers, while others carry a consider- 
able stock in trade by means of loans from the banks. The larger 
firms and those few incorporated as public companies do this 
regularly. 

The joint-stock banks depend upon the discount market and its 
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special representatives for secure and profitable employment of 
their quick assets. If, as one leading London bank director re- 
cently stated, “The great English banks are solid because their 
position is liquid,” this element of strength is due to the safety 
with which call loans are based upon commercial paper, chiefly 
prime bills and trade acceptances, and the soundness of the short- 
dated discounts which they make. Loans at call or short notice 
are more commonly placed on commercial paper and acceptance 
collateral in England than in America, because of the practice of 
fortnightly settlement on the London exchange, which renders 
contango loans less liquid than under the daily settlement of the 
American system. . 

A better organized market for bills has enabled London banks 
to rest their current funds on the broad basis of trade and in- 
dustry. Moreover, the elasticity of the British system is felt 
chiefly through the agencies of the bill market. When the banks 
need cash they call their loans with discount houses, which turn 
to the Bank of England (if pressed for funds) and transfer to 
the accounts of the joint-stock banks from their own balances 
with that institution the credit obtained from rediscounting there. 
The joint-stock banks, therefore, frequently tap the central re- 
serve to meet their varying needs through the mediation of dis- 
count houses. The foundation of the discount market is really 
the Bank of England. The extent of its deposit credits for every 
English bank ultimately determines its lending power. 

Merchant Bankers and Acceptance Houses. The merchant 
bankers, still private companies in the main, continue a most im- 
portant factor in the creation of acceptances, although because of 
the keen interest taken by the large banks in oversea trade and 
foreign-exchange operations since the pioneer work of the late 
Sir Edward Holden, they have been in a way, especially in 1919 
and 1920, to lose their dominant position. Generations of ex- 
perience in foreign countries gave them intimate knowledge of 
oversea firms and conditions when the deposit banks were smaller 
and were less interested in foreign business than in consolidating 
their domestic position. 

A prominent bill broker in London has recently estimated that 
_ the total of bills outstanding in August, 1914, was approximately 
£350,000,000,. of ‘which only £50,000,000 to £60,000,000 repre- 
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sented the acceptances of British deposit banks, although: the 


latter carried in their portfolios about £120,000,000 of such bills. 


He further states, “During the period of actual fighting, accept- 
ance business fell very much, not only because of the restriction 
of sea-borne commerce but because the Government became more 
and more the principal buyer of everything, and the Government 
conducted its business on what it described as a cash basis. After 
the war, the volume of bills rose again and touched, I will guess, 
the pre-war figure in 1919. Of this figure, the banks had accepted 
nearly £170,000,000. Their proportion (of acceptances) had in 


fact increased roughly from one-seventh to one-half of the whole 


acceptance business at that date.” Early in 1923 this broker 
places the average outstanding acceptances between £175,000,000 


_ and £225,000,000, with perhaps the same proportion accepted by 


banks as in 1919. 

This competition of the banks has arisen recently rather from 
the desire to accommodate their domestic clients than to take over 
functions which by common consent belong especially to the 
merchant bankers. 

Issuing Houses. These are generally private companies, many 
of which also conduct an extensive acceptance business. In the 
field of underwriting and floating loans the joint-stock banks do 
not compete except for a certain amount of underwriting in the 
case of securities of trustee standard. 

~The British Shareholders Trust, organized in 1916, is a new 
departure among British underwriting and issuing groups. It is 
a limited company whose shareholding affiliated companies are 
somposed principally of country stockbrokers’ clients. It has been 
launched to introduce cooperative principles into business of this 
kind and to mobilize more effectively the participating power of 
provincial investors and issuing houses in order that they and 
their brokers might share in promising issues on terms of equality 


~ with London firms. In part, also, it was a patriotic attempt dur- 


ing the war to establish a bona fide British issuing corporation 
that could compare favorably with any of the great private houses 
which have generally been affiliated with continental and American 
interests or dominated by people of other than British birth. As 
yet the issuing activities of the new company have been mainly 
of a domestic character. 
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Investment and Financial Trusts. These companies continu- 
aily participate in underwriting new issues, and the recently or- 
ganized British Trusts Association has for its object furthering 
cooperation along this line among its share-holding trusts. They 
play an influential part in the London money market because of 
thei: great importance as holders and distributers of foreign 
securities. 

Enough has been said to show that London retains her char- 
acteristic pre-war division of labor in the organization of credit 
facilities. Here and there, and especially among the great banks, 
there have been tendencies to broaden activities and even to en- 
croach upon the formerly almost exclusive domain of other groups. 
However, London remains a well-coordinated system of comple- 
mentary institutions. Though she may have lost to New York 
her leadership in foreign financing, she will be prepared to con- 
test the supremacy of her great rival in years to come; while as 
long as her discount facilities remain so far superior, sterling 
bills must continue the principal medium of international pay- 
ments. 

Regarding the relative importance of London and New York 
as international loan markets, the equivalent amounts, in dollars, 
of New York’s and London’s new foreign and colonial public 
loans and new foreign, domestic, and colonial commercial and 
industrial issues for the first ten months of 1922 are shown in 
the following compilation, in which the total London issue 
(£196,991,000) was converted into dollars by using a mean rate 
of $4.32 to the pound sterling: 


United Kingdom: 


ElLome (32. 5 spenicent)» ce.nisar evap valor Fao eee eee eee § 277,659 ,000 
inpite (39. 5« percent). ays ees eae EEE ae 333,789 ,000 
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United States: 
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C.—CENTRALIZING TENDENCIES IN BRITISH 
BANKING * 


It is a high tribute to the soundness of British institutions 
that the greatest financial strain to which any money center has 
ever been subjected has been weathered with almost no funda- 
mental changes of structure. Nevertheless, the war and after- 
war periods have seen a number of significant developments 
bearing upon foreign-trade financing which it is the purpose of 
this chapter to discuss. 

By a process of absorption, amalgamation, and affiliation, the 
great British banks have been continuously strengthening and 
broadening their positions from 1917 to-1921, and it was only in 
1922 that this feverish activity toward extension reached a definite 
lull. The joint-stock banks are now taking advantage of the 
comparatively slack industrial and trade demands to consolidate 
their newly won positions and to perfect their organization. 

The absorption of provincial banks by the larger companies in 
the joint-stock group is a story familiar to any observer of 
British banking in the last fifty years. The great banks, in 
extending their territorial influence, have spread out from London 
to all parts of the country, taking over the old established private 
banks and the provincial joint-stock companies. As a conse- 
quence, the United Kingdom at the outbreak of the war was 
served by the most highly concentrated banking system in the 
world, even the smallest towns often boasting more than one 


‘branch of great London banks. Moreover, the retention of the 


former staff of the private bank taken over has resulted in the 
greatest degree of personal consideration consistent with such 
extensive operation. 

The last year or two of the war brought a different set of 
motives for further concentration. The rise of prices, the fever- 
ish activity of industries stimulated by war demand, the extensive 
credit arrangements undertaken with the Allies, the British do- 
minions and colonies, and the anticipation of enhanced trade fol- 

* Op. cit. : ’ 

+ There has been some agitation for changing the inelastic note-tissue 
system established by the act of 1844. However, as deposits are the funda- 
mental form of bank credit in Great Britain the bank note issue will prob- 
ably continue on the gold basis. The currency notes of ten shillings and 


one pound, issued by the treasury during and since the war, form a con- 
venient medium of exchange in place of the gold pieces formerly carried 


502 MONEY, CREDIT AND BANKING PRINCIPLES 


lowing the declaration of peace impressed the leaders of British 
banking concerns with the need of further consolidating their 


position. Whereas the old movement was directed toward cover- — 


ing a broader geographical area, the recent steps toward centrali- 
zation were intended to furnish business men with credit needed 
for their higher costs and larger turnover, and to afford them 
more direct facilities for foreign business. 


Smaller banks had found it difficult, especially during 1919 and | 


early 1920, to give their country clients the full lines of credit 
which they could legitimately claim. The absorption of local 
institutions has enabled the big banks to put their strength back 
of local needs, thus making it unnecessary for merchants and 
manufacturers working on a large scale to split their accounts. 

There has been a feeling during recent years in powerful 
British banking circles that the foreign institutions were encroach- 
ing somewhat too freely upon business domestic in its origin. 
A desire to afford all-British facilities has been coupled with the 
conviction that the interests of British business men would be 
better served thereby. The great banks have actively taken up 
the foreign exchange and acceptance business and have enlarged 
their direct foreign and colonial interests. Thus a manufacturer 
of a provincial town may deal directly through the local office 
with a bank that can intelligently arrange for the entire scope of 
his oversea service. This has not meant a diminishing impor- 
tance for foreign or British banks specializing in certain oversea 


areas. It has involved the closer affiliation of the joint-stock. 


banks with such institutions in order that the credit circle may 
have fewer gaps to bridge. As for the latter, it may be said that 
in the last few years activities have been more exclusively in the 
_ foreign-trade field, which they were primarily organized to serve. 

The following quotation from the Manchester Guardian Com- 
mercial of July 13, 1922, states the present position of the “Big 
Five”: 


Head and shoulders above the rest of London joint-stock institutions 


stand, of course, the five banks now known as the “Big Five’—Barclay’s, 
Lloyd’s, the London County Westminster & Parr’s, the London Joint City 
and Midland, and the National Provincial and Union. What were in 1913 
17 separate concerns are now merged in these 5 banks, and their present-day 
importance may be measured by the fact that, while in 1913 the combined 
deposits of the 5 parent banks of the modern “Big Five” amounted to £399 
millions out of a total for the United Kingdom of £1,070 millions, or 37 


——— 
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per cent, by the end of 1921 this percentage had increased to 66, and the 
deposits of the “Big Five” accounted for £1,644 millions out of a total of - 
£2,479 millions—and even these figures take no account of the affiliated 
banks. Again, the 10 banks which are members of the London Bankers’ 
Clearing House, whose membership just before the war was 17, account 
among them for some £1,850 millions out of those £2,479 millions of deposits, 
that is, for over three-quarters of the whole, the remaining one-quarter 
being almost wholly the deposits of the Scottish and Irish banks. 

English and Scottish banks have latterly taken a much greater 
interest in foreign operations, as the many recent affiliations with 
oversea companies and the new foreign agencies and subsidiary 
banks will testify. The leaders in this have of course been the 
London joint-stock banks. This linking-up process, both internal 
and external, has of late been so pronounced that Sir-John Fer- 
guson of Lloyd’s Bank has recently declared of the joint-stock 
banks: “Yesterday we served our own country, to-day we serve 
the world.” 

Preparation for increased foreign activity and better coordi- 
nated domestic service has had its reflection in the Bank of Eng- 
land. The policy of the central bank now favors a greater 
continuity and a broader basis of administration. 

It is significant that several officials of oversea banks have 
recently been elected to the directorate of the Bank of England. 
Its court now includes officers of the British Trade Corporation, 
and the Hong Kong & Shanghai Banking Corporation, as well as 
one or two dominion representatives. These are the first members 
of official staffs to hold such positions; and they have entered the 
directorate at a time when relations of a closer and more personal 
character were being formed with other powerful banks. Con- 
tinuity of policy is promoted by the recent break in the bank’s 
tradition of changing governors at two-year intervals. It is such 
changes as these in the policies of England’s venerable bank that 
lead the London Times to hope for steady progress “toward the 
goal of a compact and coordinated imperial banking system.” 

Exigencies of the war have also led the Bank of England to 
become a shareholder in other banks for the first time in its 


history. It now controls the new Anglo-Austrian Bank which 


was organized in the early months of 1922. This is an English 
limited company formed to take over the business of the old 
Anglo-Austrian Bank, whose London establishment was seques- 
tered early in the war because of its enemy domicile. The large 
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sterling liabilities of the latter bank were mainly to the Bank of 
England, which, with Government backing, had guaranteed. the 
ultimate payment of many premoratorium bills, thus stabilizing 
the London market in the unsettled days of 1914. The organiza- 
tion of the new bank provides for shareholders of the former 
by exchange of stock, and protects the Bank of England’s inter- 
ests by certificates of indebtedness and a block of ordinary stock. 
The domination of the Bank of England is organic, as the latter 
nominates four members of the board of directors and is placed 
in perpetual control by the Articles of Association. The new 
Anglo-Austrian Bank in turn controls the new Anglo-Czech — 
Bank; formed to take over the branches of the former Anglo- 
Austrian Bank in Czechoslovakia. The Anglo-Czech Bank is a 
Czech institution, with head office in Prague; but, in addition to 
the Bank of England, it has the support of powerful British 
interests. Both the parent and the Anglo-Czech Bank now have 
London offices. 

Large-scale banking is of course only the counterpart of large- 
scale business. The growth of industrial combines must be at- 
tended by greater banking units needed to afford the credit, and 
this is especially the case in a small but highly industralized 
country, where there are no legal restrictions on branch banking 
and interlocking directorates. To this should be added the 
greater demand, in proportion to turnover, which resulted from 
war’s soaring prices, and the need of longer credits because of 
labor delays, slow payments, and rail congestion. 

The increase in banking capital which this post-war move- 
ment necessitated has been effected in part by various steps to 
popularize bank shares. While these have long stood as among 
the most conservative investments in the United Kingdom, the 
large denomination and the concurrent liability have prevented 
their appeal to any but the more experienced and well-to-do, 
who were indifferent about the immediate marketability of their 
holdings. 

The liability of the bank shareholder has been twofold. In ~ 
the first place, he was responsible for further “calls” in propor- 
tion to his holdings to give the bank added working capital. 
Secondly, there was usually an added liability-in the event of 
liquidation, These are known, respectively, as the: ‘callable’ and 
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the “reserve” liability, and the responsibilities connected with 
different stocks were not generally understood. Moreover, it 
has been established that the liability of the holder may not 
always be shifted by quick sale. For these reasons the large 
banks, when providing fresh capital for broader operations, have 
lately sought to realize on the general confidence they enjoy by 
offering shares of manageable amount and abolishing or reducing 
the uncalled and reserve liability. This is particularly the case 
in the realm of oversea and foreign banking. 

With the exception of the National Provincial and Union, the 
reserve liabilities of which are somewhat heavier, the low par 
value of the shares of every one of the “Big Five” places them 
within reach of the small investor who learned to handle securi- 
ties during the war period. The uncalled liability of practically 
all the leading institutions is now nominal only. The liability 
among several has been materially reduced during the last two 
years, and the recent strengthening in gilt-edged investments 
reduces the weight of the liability remaining in proportion to the 
increase in the price of the stock. 

A careful examination of the leading banks operating in the 
colonies, dominions, and foreign countries will show that fully 
two-thirds of them have no outstanding liability. In the recent 
development of oversea banking the principle of reserve capital 
does not appear to the extent common among domestic institu- 
tions. It is also interesting to note the low par value of oversea 
banking shares, which must more and more be issued with the 
middle-class investor in mind. 

As a result of recent amalgamations, the banks of Great Britain 
now present a picture of unstable equilibrium, in which the most 
powerful institutions of their kind in the world work side by: 
side with a rapidly diminishing number of independent private 
and provincial joint-stock banks. It is difficult to say whether 
this centralizing movement has yet spent its force, and how many 
of the remaining old-time houses may be absorbed in the next 
few years. Roughly speaking, the “Big Five” now show between 
45 and 50 per cent of the total resources of British banks repre- 
sented in London. Even exclusive of the private and the Scottish 
and Irish banks, this figure reaches the gigantic sum of £3,700,- 
000,000, which is approximately distributed as follows: 
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Per cent 

Group A. The Bank of England..............:ee seer seer eetees 3.80 
Group B. Principal English joint-stock banks (the “Big Five” 47.25 

DERICENE IL woe tneia ges Seek tears ye or abba Sal echo eka ens 54.00 


Group C. Principal banks organized under the English companies acts, 

or Royal charter (head office, London), and operating primarily i in 

GHEVAGMUTMIONS Ae cle ele rere aia oe a ete ea ela dhe te oeea ae, See Res 9.75 
Group D. Principal banks organized under the English companies acts, 

or Royal charter (head office, London), and operating primarily in 

Certain fOreigm Areas ip oer tec Sect noel tas 0 eee eas) haa ae 5.70 
Group E. Principal banks organized under English companies acts, or 

Royal charter (head office, London), for the purpose of eater 


foréion trade generallyt.. ise. ideas ote e ce sees elas eas Senate 1250 

Group F. Important dominion banks organized under epee acts, 
or charters, and maintaining offices in London................... 25 a25 
100.00 


Of the total assets (or liabilities) of banks in the British Em- 
pire (or at least those important enough to have a London office), 
five banks, therefore, control from 40 to 50 per cent; and among 
the English joint-stock banks they carry over 85 per cent of the 
resources. 

The next table shows the average distribution in 1922 of cer- 
tain balance-sheet items for each of the groups listed above. 


Percentage of each item to— - 


ge Total assets 
Total bilities 
Ginros otal assets or ; 
liabilities 
Current Advances 
deposit : Invest- 
and bills 
and other 5 ments 
discounted 
accounts 
Per cent Per cent Per cent 
Biot eee). Sage £2,070, 863 ,000 92 59 Plas 
CORAAe  c42 er et 362 ,041 ,000 2 53 OFS 
| RA ee Soa rae 207 ,686,000 60 37 9.0 
OREN ae Sc okoe ea 50,920,000 51 35 15.5 
Fe oo erate ea 931,198,000 90 55 18.0 


ra, 
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It is natural that the percentages of the second and third col- 
umns (“Deposits” and “Advances and bills discounted”) should 
vary in unison. Moreover, there is a similarity in the relative 
importance of the several items for the Groups B and F. This 
is to be expected, for both are primarily domestic deposit and 
commercial banks—Group B in the United Kingdom and Group 
F in the dominions. On the other hand, “Current deposit and 


other accounts” are of less importance for Groups C, D, and E. 


The reason for this is the international character of their business, 
which involves commitments for drafts and letters of credit; 
acceptances, indorsements, and guaranties; and bills for collec- 
tion and other “bills payable” arising from their foreign service. 
These items are a far greater part of total liabilities than for, 
banks serving primarily a domestic clientele. This is especially 
true of the new banks engaged in general oversea business. For 
the latter especially, capital is also .a relatively heavier item, 
owing to the lateness of their origin, and the caution which their 
managers have shown.* 

The third and fourth columns suggest that the assets of banks 
engaged chiefly or largely in an international business are gen- 
erally more liquid than those operating primarily in the less 
disturbed domestic field. ‘The lower percentages of “Advances 
and bills discounted” may be accounted for partly by heavier 
proportional commitments on acceptances, indorsements, and 
guaranties. The “Investments” percentages would not be in- 
dicative of the relative interest of the several groups in industrial 
banking (even if British banks were active in company financ- 
ing), as the complications of public finance vitiate such 
comparisons. 

A mere addition of the figures given in current balance sheets 
as total resources or liabilities must, of course, contain many 
duplications. The “private deposits” of the Bank of England 
appear in separate bank statementS as a part of their reserves; 
“investments” in the balance sheet of one bank may represent its 
holding of the capital stock of another, and so on. If three and 
a half to four billions sterling seems too liberal a figure as a 
broad estimate of the business credit capacity of British financial 
institutions represented in London, it must be borne in mind that 


* The English domestic joint- stock banks have comparatively much smaller 
capital and reserve margins than before the war. 
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several most important categories are omitted in the totals dealt - 


with heretofore. These are: (1) The numerous private bank- 
ing, accepting, issuing, and discount companies not publishing 
statements; (2) the investment trusts, whose total capital is in 
the neighborhood of £100,000,000; (3) financial, land, and in- 
vestment companies, whose capital is from £150,000,000 to 
£200,000,000; (4) the numerous foreign banks having branches 


in London and transacting a considerable volume of business 


there. London is better served in this respect than any other 
city in the world. 


D—THE SCOTCH BANKS * 


While the Scotch banking system is only a part of 
the English system it has certain characteristics which 
are worthy of notice. Among these are (1) the system 
of cash credits whereby poor people may borrow funds; 
(2) the rapid expansion of branch banking; and (3) 
the extent to which competition is limited among the 
banks themselves.—[Ed. Note.] 


Scotch banking is more democratic than English, and provides 
its facilities for a poorer and lower class of the community, 
though this distinction between the banking systems of the two 
countries is being rapidly diminished. Especially in its early days 
it laid itself out much more réadily to the encouragement of the 
small capitalist and borrower, often granting him facilities against 
security, or an absence of security, which would have been only 
regarded as feasible under quite exceptional circumstances in 
England. A very interesting system was at one time fairly gen- 
eral in Scotland, and is even now by no means obsolete. It was 
the system described as that of cash credits, by which borrowers 
were able to go to banks and obtain advances against the joint 
personal security of themselves and one, or two, or three friends. 
By this means, in which a kind of cooperative responsibility was 
recognized as a security by the Scotch bankers, very poor bor- 
rowers were enabled to obtain banking facilities, and many 
instances are recorded in which by a loan of this kind, of quite 
small importance from the banking point of view, foundations 


*Hartley Withers. in Report of the United States National Monetary 
Commission. 
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of fortunes have been laid and the general commercial prosperity 
of the community has been furthered in a very satisfactory man- 
ner. And even now, though in the great Scotch centers of 
business the English system of making advances only, or chiefly, 
against definite security pledged as collateral obtains to a great 
extent, yet the essential difference between Scotch and English 
banking is still this readiness of the former to take into considera- 
tion the personal standing of the applicant rather than the stuff 
or paper which he brings to it as security for an advance. 

Banking by branches in Scotland has proceeded even more 
rapidly than in England, and the percentage of branches per 
head of the population is higher in the northern part of the 
Kingdom. This wide diffusion of banking facilities in Scotland 
has been largely brought about by the fact that its banks, having 
the privilege of note issue, were able to hold their own notes as 
“till money,” so economizing in the matter of cash. The fol- 
lowing passage is from a work entitled Scottish Banking, 1865- 
1896, by A. W. Kerr, author of a History of Banking in 
Scotland: 


Were it not for the power to issue notes, and the readiness with which 
the public receive them, the banks could never have afforded to open a third 
of the branches which have been established. The reason for this is a very 
simple one. Without the right of issue a bank must, at every one of its 
_ offices, hold the whole of its balance of cash in the shape of coin, or of 
notes of other banks, which, as far as it is concerned, are as unprofitable 
as coin. Such balances entail a complete loss of interest which can only be 
borne where the amount of business is of considerable extent. There are 
probably not above 100 (at most. 200) localities in Scotland that would 
‘satisfy such conditions. When, however, a bank can hold its till money in 
the shape of notes, it is enabled to extend its operations into districts which 
would otherwise be quite inaccessible. It is for this reason, and for this 
almost entirely, that the Scotch banks have been able to develop their 
branch systems to an extent that has made Scotland notable as having the 
greatest supply of bank offices in proportion to population of all the countries 
of the world. 


The authority of a practical Scotch banker is equally emphatic 
on the point. Mr. Robert Blyth, general manager of the Union 
Bank of Scotland, read a paper at the thirty-first annual conven- 
tion of the American Banking Association, in October, 1905, 
on the subject of Scottish banking. In the course of this very 
interesting paper he made the following statement: 
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It is in another quarter altogether that the Scotch banks find the value 
of the £1 note. It is the unissued notes in the tills of the branch offices, 
forming the till money at more than a thousand branches, wherein the real 
value lies. Without them the banks would require to keep £8,000,000 or 
£10,000,000 of gold coin, not as a reserve but as till money. It is these 
£1 notes which have enabled branch offices to be planted in every part of 
the country. 


It thus appears, from the highest possible authority, that the 


Scotch banks are enabled by their right of note issue to econo- — 


mize gold to the extent of £8,000,000 or £10,000,000, and it is 
amusing to observe how the objects aimed at by Peel’s legislation 
with regard to note issue have thus been defeated even more 
completely in Scotland than in England. In England, as has 
been shown, banking turned the flank of Peel’s Act by developing 
the use of checks, which superseded the note as the common 
form of payment in daily transactions. In Scotland, banking 
evaded the spirit of Peel’s regulations, which were intended to 
insure that every addition to currency should be secured on an 
addition to the bullion held by it, by actually economizing bullion 
to the extent of £8,000,000 or £10,000,000. 

Scotland used the same weapons as England, namely, the check 
and the development of deposit banking. The table given below 
shows that the eight Scotch banks had, according to their latest 
balance sheets, £7,000,000 of notes outstanding, and £108,000,000 
of liability on deposits and drafts. With regard to the latter 
item Peel’s regulations had nothing to say, and since ordinary 
banking prudence demanded that some cash should be held against 
it, and since the gold held against notes was not specially ear- 
marked as such, Scotch banking was able to treat its cash against 
deposits as the basis both of its notes and deposits and so pro- 
duce the economy which is boasted of by its champions. Its 
“authorized” note issue at the time of Peel’s Act was £3,087,000 
and has since been reduced by lapses to £2,676,000. The law 
thus compels it to hold £4,500,000 of bullion against the present 
excess above this limit. But the law says nothing concerning 
cash to be held against deposits, and the metallic basis of these 
is probably extremely slender, if the cash held against notes is 
set on one side; but it is impossible to detect its actual amount, 
since the Scotch banks include with their cash their balances 
at the Bank of England, etc. And the net result is, that when 
the proportion of its cash to its total liabilities on notes and 
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deposits is worked out it is found to be decidedly low, even when 
compared with English practice. 


- Scotch banking is so generally regarded as one of the highest 
achievements of the banking intelligence that some hesitation is: 
natural in criticising the system by which, according to its own 
evidence, it has obtained most of its success. At the same time, 
it is difficult to avoid the conclusion that a serious danger lurks 
in a system which regards a banker’s unissued promise to pay 
in the light of a banking asset. Mr. Blyth points out that these 
unissued notes are “not a reserve but till money,” but the dis- 
tinction between till money and reserve is one upon which it is 
possible to lay too much stress. In assessing the strength of a 
bank it is usual to compare the amount of its cash in hand, as 
a whole, with the amount of its liability to the public on deposit 
and current account, etc., and note circulation if any. The cash 
in hand, as a whole, consists of the till money and cash reserve. 
If the till money consists to any extent of the bank’s own’ promises 
to pay, it follows that the bank’s cash reserve as a whole is to 
that extent weakened, for it need not be said that in case of 
serious trouble, which is a contingency of which all provident 
bankers have at all times to beware, a bank’s own promises to 
pay would be of little service to it. If a bank’s credit were 
doubted, these promises to pay would not be available for it in 
meeting demands upon it. At such periods the public requires 
from its bankers not promises to pay but physical gold. In 
Scotland the confidence of the public in its bankers is so great, 
and the readiness with which it circulates their promises to pay 
appears to be so ingrained in the national character, that the 
contingency of the demand of the public for gold seems to be 
‘extremely remote. The criticism therefore which detects a weak 
point in this asset upon which Scotch banking prides itself so 
highly may be said to be merely academic. Nevertheless, when 
we examine Scotch banking by the test of figures, we find that 
it does actually work, as indeed would be expected from the state- 
ment of its exponents, on a cash basis which is decidedly narrow. 
Though the functions that they perform are practically the 
same as that of the English bankers, Scotchmen have succeeded 
in avoiding the excessive competition in carrying them out which 
we have seen to be a weakness of English banking. In Scotland, 
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on the other hand, cohesion and cooperation among the banks 
are carried to an extreme of which the mercantile community 
frequently complains. The banks are few and stand together 
like a close corporation; they agree absolutely and arbitrarily 
among themselves as to the rates they will allow to depositors, 
the rates at which they will advance or discount, and the terms 
and commissions for which they will do business for customers. 
The extent to which this regulation of the price of the product 
that they turn out is carried, is almost incredible from the Eng- 
lish point of view, and though it is contended by the champions 
of the Scotch system that it encourages that wholesome demo- 
cratic influence in Scotch banking which is in favor of the small 
borrower of limited resources, who is thus able to obtain ac- 
commodation on the same terms as much larger and more 
important customers, yet it must be obvious that the Scotch banks, 
by making these hard and fast agreements among themselves as 
to the price of the accommodation that they will give, and main- 
taining it in every case, are in fact putting the same price upon 
a very different article. The result of it is beginning to tell upon 
them a little in these days, since, when the big Scotch merchants 
and manufacturers find that their local bankers charge them the 
same rates for accommodation as the small tradesmen of the 
towns, they are naturally impelled to make arrangements to 
provide themselves with monetary facilities somewhere south of 
the Tweed, where rates are ruled by the circumstances of each 
case, and competition and higgling often in times of monetary 
ease deliver the bankers into the hands of the borrowers. As 
it is, the Scotch banks in regular conclave fix their rates in ac- 
cordance with those current in the London money market or the 
Bank of England’s official minimum, and, having fixed them, 
stick to them. The system is very profitable to themselves, and- 
their customers certainly can not complain on the whole of the 
facilities with which they provide them. Nevertheless, the cast- 
iron rigor with which they work hand in hand in combination 
appears to be an excessive development of banking unity, and 
an ideal banking system would seem to lie somewhere in the 
middle between the excessive competition of the English bankers 
and the cast-iron combination of their Scotch brethren. Finally, 
it may be added that it is a little inaccurate to speak of a Scotch 
banking system, if the phrase be taken to imply that Scotch bank- 
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ing stands by itself and works on its own resources. In fact, it 
is only an appendage of the English system and relies habitually 
on drawing gold from the Bank of England, as its center and 
the keeper of its reserve. 


QUESTIONS AND EXERCISES 


. What are the functions of the Bank of England? How do these func- 


tions differ from the functions of the Federal Reserve System? 


. What is meant in Lombard Street by the saying, “The market is in the 


bank’? 


- What are the criticisms of English banking practices? 
. Compare the bank note and the check as to their. importance in daily 


commercial payments in England. 


. What are the fundamental principles of Peel’s Act in force today? 
. How is elastic currency provided in England? 

. Of what does “cash” in the balance sheet of an English bank consist? 
. Explain the relation of the Bank of England to other banks. 

. The Bank of England is custodian of the gold store for international 


banking. Explain this statement. 


. How does the Bank of England make its rate “effective”? 
. Explain the development and use of the idea that credit in the books 


of the Bank of England is as good as gold. 


. Explain the place of the joint-stock banks in the English banking system. 
. Compare the work of the English joint-stock banks and the Scotch 


banks. 


. What are the functions of the private banks, merchant banks, accepting 


and discount houses? 


CHAPTER XVII 
ENGLISH CURRENCY PROBLEMS 


A—REPORT OF THE BRITISH COMMITTEE ON 
CURRENCY AND FOREIGN EXCHANGE AT 
THE END OF THE WORLD WAR* 


Berore the World War Great Britain was a gold- 
standard country. Gold and sterling were almost 
synonymous not only in her own domestic trade, but in 
the international trade of the world as well. The unusual 
requirements of war-time led to very large issues of legal- 
tender notes; and sterling rapidly depreciated. Very 
soon after the close of the war an inquiry was instituted 
into the condition of the currency in an attempt to find 
out the steps necessary to the restoration of the gold 
standard. The findings embodied in the Cunliffe Report 
have guided the return of sterling to par.—[Ed. Note.!} 


Introduction. 1. We have the honor to present herewith an 
interim report on certain of the matters referred to us in Jan- 
uary last. In this report we attempt to indicate the broad lines 
on which we think the serious currency difficulties which will con- 
front this country at the end of the war should be dealt with. 
The difficulties which will arise in connection with the foreign 
exchanges will be no less grave, but we do not think that any 
recommendations as to the emergency expedients which may have 
to be adopted in the period immediately following the conclusion 
of peace can usefully be made until the end of the war is clearly 
in sight and a more definite opinion can be formed as to the con- 
ditions which will then prevail. We propose also to deal in a 
later report with questions affecting the constitution and man- 
agement of the Bank of England, and with the applicability of 
the recommendations contained in this report to Scotland and 
Ireland, in regard to which we have not yet taken evidence. We 
have therefore confined our inquiry for the present to the broad 
principles upon which the currency should be regulated. We have 

* Cunliffe Report, in the Federal Reserve Bulletin, Dec., 1918. 
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had the advantage of consultation with the Bank of England, 
and have taken oral evidence from various banking and finan- 
cial experts, representatives of certain chambers of commerce 
and others who have particularly interested themselves in these 
matters. We have also had written evidence from certain other 
representatives of commerce and industry. Our conclusions 
upon the subjects dealt with in this report are unanimous, and - 
we can not too strongly emphasize our opinion that the applica- 
tion, at the earliest possible date, of the main principles on which 
they are based is of vital necessity to the financial stability and 
well-being of the country. Nothing can contribute more to a 
speedy recovery from the effects of the war, and to the rehabili- 
tation of the foreign exchanges, than the reestablishment of 
the currency upon a sound basis. Indeed, a sound system of 
currency will, as is shown in paragraphs 4 and 5, in itself secure 
equilibrium in those exchanges, and render unnecessary the con- 
tinued resort to the emergency expedients to which we have 
referred. We should add that in our inquiry we have had in 
view the conditions which are likely to prevail during the 10 years 
immediately following the end of the war, and we think that the 
whole subject should be aie reviewed not later than the end of 
that period. 

The Currency System Before the War. 2. Under the bank 
charter act of 1844, apart from the fiduciary issue of the Bank of 
England and the notes of Scottish and Irish banks of issue (which 
were not actually legal tender), the currency in circulation and 
in bank reserves consisted before the war entirely of gold and 
subsidiary coin or of notes representing gold. Gold was freely 
coined by the mint without any charge. There were no restric- 
tions upon the import of gold. Sovereigns were freely given by 
the bank in exchange for notes at par value, and there were no 
obstacles to the export of gold. Apart from the presentation 
for minting of gold already in use in the arts (which under nor- 
mal conditions did not take place) there was no means whereby 
the legal tender currency could be increased except the importation 
of gold from abroad to form the basis of an increase in the note 
issue of the Bank of England or to be presented to the mint for 
coinage, and no means whereby it could be diminished (apart 
from the normal demand for the arts, amounting to about £2,000,- 
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000 a year, which was only partly taken out of the currency sup- 
ply) except the export of bullion or sovereigns. 

3. Since the passing of the act of 1844 there has been a great 
development of the check system. The essence of that system 
is that purchasing power is largely in the form of bank deposits 
operated upon by check, legal tender money being required only 
- for the purpose of the reserves held by the banks against those 
deposits and for actual public circulation in connection with 
the payment of wages and retail transactions. The provisions 
of the act of 1844 as applied to that system have operated both 
to correct unfavorable exchanges and to check undue expansions 
of credit. 

4. When the exchanges were favorable, gold flowed freely into 
this country and an increase of legal tender money accompanied the 
development of trade. When the balance of trade was unfa- 
vorable and the exchanges were adverse, it became profitable to 
export gold. The would-be exporter bought his gold from the 
Bank of England and paid for it by a check on his account. The 
bank obtained the gold from the issue department in exchange for 
notes taken out of its banking reserve, with the result that its 
liabilities to depositors and its banking reserve were reduced by 
an equal amount, and the ratio of reserve to liabilities conse- 
quently fell. If the process was repeated sufficiently often to 
reduce the ratio in a degree considered dangerous, the bank raised 
its rate of discount. The raising of the discount rate had the 
immediate effect of retaining money here which would otherwise 
have been remitted abroad and of attracting remittances from 
abroad to take advantage of the higher rate, thus checking the 
outflow of gold and even reversing the stream. 

5. If the adverse condition of the exchanges was due not 
merely to seasonal fluctuations but to circumstances tending to 
create a permanently adverse trade balance, it is obvious that 
the procedure above described would not have been sufficient. 
It would have resulted in the creation of a volume of short-dated 
indebtedness to foreign countries which would have been in the 
end disastrous to our credit and the position of London as the 
financial center of the world. But the raising of the bank’s dis- 
count rate and the steps taken to make it effective in the mar- 
ket necessarily led to a general rise of interest rates and a 
restriction of credit. New enterprises were therefore postponed 
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and the demand for constructional materials and other capital 
goods was lessened. The consequent slackening of employment 
also diminished the demand for consumable goods, while holders 
of stocks of commodities carried largely with borrowed money, 
being confronted with an increase of interest charges, if not with 
actual difficulty in renewing loans, and with the prospect of fall- 
ing prices, tended to press their goods on a weak market. The 
result was a decline in general prices in the home market which, 
by checking imports and stimulating exports, corrected the ad- 
verse trade balance which was the primary cause of the difficulty. 
6. When apart from a foreign drain of gold, credit at home 
threatened to become unduly expanded, the old currency system 
tended to restrain the expansion and to prevent the consequent 
rise in domestic prices which ultimately causes such a drain. 
The expansion of credit, by forcing up prices, involves an in- 
creased demand for legal tender currency both from the banks 
in order to maintain their normal proportion of cash to liabili- 
ties and from the general public for the payment of wages and 
for retail transactions. In this case also the demand for such 
currency fell upon the reserve of the Bank of England, and the 
bank was thereupon obliged to raise its rate of discount in order 
to prevent the fall in the proportion of that reserve to its liabili- 
ties. The same chain of consequences as we have just described 
followed and speculative trade activity was similarly restrained. 
There was therefore an automatic machinery by which the volume 
of purchasing power in this country was continuously adjusted 
to world prices of commodities in general. Domestic prices were 
automatically regulated so as to prevent excessive imports; and 
the creation of banking credit was so controlled that banking 
could be safely permitted a freedom from State interference which 
would not have been possible under a less rigid currency system. 
7. Under these arrangements this country was provided with 
a complete and effective gold standard. The essence of such a 
standard is that notes must always stand at absolute parity with 
gold coins of equivalent face value, and that both notes and gold 
coins stand at absolute parity with gold bullion. When these con- 
ditions are fulfilled, the foreign exchange rates with all countries 
possessing an effective gold standard are maintained at or within 
the gold specie points. 
' Changes Which Have Affected the Gold Standard During 
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the War. 8. It will be observed that the fall ina number of the 
foreign exchanges below the old export specie points which has 
taken place since the early part of 1915 *is not by itself a proof 
that the gold standard has broken down or ceased to be effective. 


During the present war the depredations of enemy submarines, | 


high freights, and the refusal of the Government to extend State 
insurance to gold cargoes have greatly increased the cost of send- 
ing gold abroad. The actual export specie point has, therefore, 
moved a long way from its old position. In view of our enor- 
mous demands for imports, coupled with the check on our ex- 
ports due to the war, it was natural that our exchanges with 
neutrals should move toward the export specie point. Conse- 


quently, the fall in the export specie point would by itself account 


for a large fall in our exchange rates. Such a fall must have 
taken place in the circumstances, even though all the conditions 
of an effective gold standard had been fully maintained. 

9. The course of the war has, however, brought influences into 
play in consequence of which the gold standard has ceased to be 
effective. In view of the crisis which arose upon the outbreak 
of war it was considered necessary, not merely to authorize 
the suspension of the act of 1844, but also to empower the treas- 
ury to issue currency notes for £1 and for 10 shillings as legal 
tender throughout the United Kingdom. Under the powers given 
by the currency and bank notes act, 1914, the treasury undertook 
to issue such notes through the Bank of England to bankers, as 
and when required, up to a maximum limit not exceeding for any 
bank 20 per cent of its liabilities on current and deposit accounts. 
The amount of notes issued to each bank was to be treated as an 
advance bearing interest at the current bank rate. 

10. It is not likely that the internal demand for legal tender 
currency which was anticipated at the beginning of August, 1914, 
would by itself have necessitated extensive recourse to these 
provisions. But the credits created by the Bank of England in 
favor of its depositors under the arrangements by which the 
bank undertook to discount approved bills of exchange and other 
measures taken about the same time for the protection of credit 
caused a large increase in the deposits of the bank. Further, 


*In the abnormal circumstances at the outbreak of war the neutral 
exchanges moved temporarily in our favor owing to the remittance home 


of avid balances from foreign countries and the withdrawal of foreign 
credits. 


a 
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the need of the Government for funds wherewith to finance the 
war in excess of the amounts raised by taxation and by loans 
from the public has made necessary the creation of credits in 
their favor with the Bank of England. Thus, the total amount 
of the bank’s deposits increased from, approximately, £56,000,000 
in July, 1914, to £273,000,000 on July 28, 1915, and, though a 
considerable reduction has since been effected, they now (August 
15) stand as high as £171,870,000. The balances created by 
these operations passing by means of payments to contractors 
and others to the joint stock banks have formed the foundation 
of a great growth of their deposits which have also been swelled 
by the creation of credits in connection with the subscriptions to 
the various war loans.* Under the operation of these causes the 
total deposits of the banks of the United Kingdom (other than 


* This process has had results of such far-reaching importance that it 
may be useful to set out in detail the manner in which it operates. Suppose, 
for example, that in a given week the Government require £10,000,000 over 
and above the receipts from taxation and loans from the public. They apply 
for an advance from the Bank of England, which by a book entry places 
the amount required to the credit of public deposits in the same way as any 
other banker credits the account of a customer when he grants him tem- 
porary accommodation.. The amount is then paid out to contractors and 
other Government creditors, and passes, when the checks are cleared, to the 
eredit of their bankers in the books of the Bank of England—in other words, 
is: transferred from public to “other” deposits, the effect of the whole trans- 
action thus being to increase by £10,000,000 the purchasing power in the 
hands of the public in the form of deposits in the joint-stock banks and the 
bankers’ cash at the Bank of England by the same amount. The bankers’ 
liabilities to depositors having thus increased by £10,000,000 and their 
cash reserves by an equal amount, their proportion of cash to liabilities 
(which was normally before the war something under 20 per cent) is 
improved with the result that they are in a position to make advances to 
their customers to an amount equal to four or five times the sum added to 
their cash reserves, or, in the absence of demand for such accommodation, 
to increase their investments by the difference between the cash received 
and the proportion they require to hold against the increase of their deposit 
liabilities. Since the outbreak of war it is the second procedure which has 
in the main been followed, the surplus cash having been used to subscribe 
for treasury bills and other Government sectirities. The money so subscribed 
has again been spent by the Government and returned in the manner above 
described to the bankers’ cash balances, the process being repeated again 
and again until each £10,000,000 originally advanced by the Bank of England 
has created new deposits representing new purchasing power to several 
times that amount. Before the war these processes, if continued, compelled 
the Bank of England, as explained in paragraph 6, to raise its rate of dis- 
count, but, as indicated below, the unlimited issue of currency notes has now 
removed this check upon the continued expansion of credit. 
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the Bank of England) increased from £1,070,681,000 on De- 
cember 31, 1913, to £1,742,902,000 on December 31, 1917. 

11. The greatly increased volume of bank deposits, represent- 
ing a corresponding increase of purchasing power and, therefore, 
leading in conjunction with other causes to a great rise of prices, 
has brought about a corresponding demand for legal tender cur- 
rency which could not have been satisfied under the stringent pro- 
visions of the act of 1844. Contractors are obliged to draw 
checks against their accounts in order to discharge their wages 
bill—itself enhanced on account of the rise of prices. It is to 
provide this currency that the continually growing issues of cur- 
rency notes have been made. The banks instead of obtaining 
notes by way of advance under the arrangements described in 
paragraph 9 were able to pay for them outright by the transfer of 
the amount from their balances at the Bank of England to the 
credit of the currency note account and the circulation of the 
notes continued to increase. The Government subsequently, by 
substituting their own securities for the cash balance so trans- 
ferred to their credit, borrow that balance. In effect, the banks 
are in a position at will to convert their balances at the Bank of 
England enhanced in the manner indicated above into legal tender 
currency without causing notes to be drawn, as they would have 
been under the pre-war system, from the banking reserve of the 
Bank of England, and compelling the bank to apply the normal 
safeguards against excessive expansion of credit. Fresh legal 
tender currency: is thus continually being issued, not, as for- 
merly, against gold, but against Government securities. Plainly, 
given the necessity for the creation of bank credits in favor of 
the Government for the purpose of financing war expenditure, 
these issues could not be avoided. If they had not been made, 
the banks would have been unable to obtain legal tender with 
which to meet checks drawn for cash on their customers’ ac- 
counts. The unlimited issue of currency notes in exchange for 
credits at the Bank of England is at once a consequence and an 
essential condition of the methods which the Government have 
found necessary to adopt in order to meet their war expenditure. 

12. The effect of these causes upon the amount of legal-tender 
money (other than subsidiary coin) in bank reserves and in cir- 
culation in the United Kingdom is shown in the following 
paragraph. 
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13. The amounts on June 30, 1914, may be estimated as follows: 


Fiduciary issue of the Bank of England.................0005 £18 ,450 ,000 
Bank of England notes issued against gold coin or bullion..... 38,476,000 
Estimated amount of gold coin held by banks (excluding gold 

coin held in the issue department of the Bank of England) 

Bandung ithe circulation 6a) sei otin dates clas fe tukes cree et 123,000 ,000 


(GiaraelalaVallla gc ecze Sea ees ee ae ee ae 179,926,000 


The corresponding figures on July 10, 1918, as nearly as they 
can be estimated, were: 


Fiduciary issue of the Bank of England..............-.+...06 £18, 450,000 
Currency notes not covered by gold..............-ccccaeesee 230,412 ,000 
Moralliidugaryssucstres nyse. SEs... EA: 248 , 862 ,000 
Bank of England notes issued against coin and bullion........ 65,368,000 
Gurrencey notes Covered soy. Old 14 :.. <4 spstsnsse ls spe eene, oya5p ab oiesnup ciche 28 , 500,000 
Estimated amount of gold coin held by banks (excluding gold 
coin held by issue department of Bank of England), say..... 40,000 ,00 
Grancditotaleem. a ercaihe a eres. ee aed ees ake 382,730,000 


1 The notes issued by Scottish and Irish banks which have been made legal tender during 
the war have not been included in the foregoing figures. Strictly the amount (about £5,000,000) 
by which these issues exceed the amount of gold and currency notes held by those banks should 
be added to the figures of the present fiduciary issues given above. 


There is also a certain amount of gold coin still in the hands 
of the public which ought to be added to the last-mentioned figure, 
but the amount is unknown. 

14. As Bank of England notes and currency notes are both 
payable at the Bank of England in gold coin on demand this large 
issue of new notes, associated, as it is, with abnormally high prices 
and unfavorable exchanges, must have led under normal condi- 
tions to a rapid depletion, threatening ultimately the complete 
exhaustion, of the bank’s gold holdings. Consequently, unless 
the bank had been prepared to see all its gold drained away, the 
discount rate must have been raised to a much higher level, the 
creation of banking credit (including that required by the Gov- 
ernment) would have been checked, prices would have fallen, 
and a large portion of the surplus notes must have come back for 
cancellation. In this way an effective gold standard would have 
been maintained in spite of the heavy issue of notes. But during 
the war conditions have not been normal. The public are content 
to employ currency notes for internal purposes, and, notwith- 
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standing adverse exchanges, war conditions interpose effective 
practical obstacles against the export of gold. Moreover, the 
legal prohibition of the melting of gold coin, and the fact that 
the importation of gold bullion is reserved to the Bank of Eng- 
land, and that dealings in it are limited have severed the link 
which formerly existed between the values of coin and of un- 
coined gold. It is not possible to judge to what extent legal . 
tender currency may in fact be depreciated in terms of bullion. 
But it is practically certain that there has been some deprecia- 
tion, and to this extent therefore the gold standard has ceased 
to be effective. 

Restoration of Conditions Necessary to the Maintenance 
of the Gold Standard Recommended. 15. We shall not at- 
tempt now to lay down the precise measures that should be 
adopted to deal with the situation immediately after the war. 
These will depend upon a variety of conditions which can not be 
foreseen, in particular the general movements of world prices 
and the currency policy adopted by other countries. But it will 
be clear that the conditions necessary to the maintenance of an 
effective gold standard in this country no longer exist, and it 
is imperative that they should be restored without delay. After ~ 
the war our gold holdings will no longer be protected by the 
submarine danger, and it will not be possible indefinitely to con- 
tinue to support the exchanges with foreign countries by bor- 
rowing abroad. Unless the machinery which long experience has 
shown to be the only effective remedy for an adverse balance of 
trade and an undue growth of credit is once more brought into 
play, there will be very grave danger of a credit expansion in 
this country and a foreign drain of gold which might jeopardize 
the convertibility of our note issue and the international trade 
position of the country. The uncertainty of the monetary situ- 
ation will handicap our industry, our position as an international 
financial center will suffer, and our general commercial status in. 
the eyes of the world will be lowered. We are glad to find 
that there was no difference of opinion among the witnesses who 
appeared before us as to the vital importance of these matters. 

Cessation of Government Borrowings. 16. If a sound mone- 
tary position is to be reestablished and the gold standard to be 
effectively maintained, it is in our judgment essential that Gov- 
ernment borrowings should cease at the earliest possible moment 
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after the war. A large part of the credit expansion arises, as 
we have shown, from the fact that the expenditure of the Gov- 
ernment during the war has exceeded the amounts which they 
have been able to raise by taxation or by loans from the actual 
savings of the people. They have been obliged, therefore, to 
obtain money through the creation of credits by the Bank of 
England and by the joint-stock banks, with the result that the 
growth of purchasing power has exceeded that of purchasable 
goods and services. As we have already shown, the continuous 
issue of uncovered currency notes is inevitable in such circum- 
stances. This credit expansion (which is necessarily accompanied 
by an ever-growing foreign indebtedness) cannot continue after 
the war without seriously threatening our gold reserves and, 
indeed, our national solvency. 

17. A primary condition of the restoration of a sound credit 
position is the repayment of a large portion of the enormous 
amount of Government securities now held by the banks. It is 
essential that as soon as possible the State should not only live 
within its income but should begin to reduce its indebtedness. We 
accordingly recommend that at the earliest possible moment an 
adequate sinking fund should be provided out of revenue, so 
that there may be a regular annual reduction of capital liabili- 
ties, more especially those which constitute the floating debt. We 
should remark that it is of the utmost importance that such re- 
payment of debt should not be offset by fresh borrowings for 
capital expenditure. We are aware that immediately after the 
war there will be strong pressure for capital expenditure by the 
State in many forms for reconstruction purposes. But it is es- 
sential to the restoration of an effective gold standard that the 
money for such expenditure should not be provided by the crea- 
tion of new credit, and that, in so far as such expenditure is 
undertaken at all, it should be undertaken with great caution. The 
necessity of providing for our indispensable supplies of food 
and raw materials from abroad and for arrears of repairs to 
manufacturing plant and the transport system at home will limit 
the savings available for new capital expenditure for a consider- 
able period. This caution is particularly applicable to far- 
reaching programs of housing and other development schemes. 

The shortage of real capital must be made good by genuine 
savings. It can not be met by the creation of fresh purchasing 
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power in the form of bank advances to the Government or to 
manufacturers under Government guarantee or otherwise, and any 
resort to such expedients can only aggravate the evil and retard, 
possibly for generations, the recovery of the country from the 
losses sustained during the war. 

Use of Bank of England Discount Rate. 18. Under an 
effective gold standard all export demands for gold must be 
freely met. A further essential condition of the restoration and 
maintenance of such a standard is therefore that some machinery 
shall exist to check foreign drains when they threaten to deplete 
the gold reserves. The recognized machinery for this purpose is — 
the Bank of England discount rate. Whenever before the war 
the bank’s reserves were being depleted, the rate of discount was 
raised. This, as we have already explained, by reacting upon 
the rates for money generally, acted as a check which operated 
in two ways. On the one hand, raised money rates tended di- 
rectly to attract gold to this country or to keep gold here that 
might have left. On the other hand, by lessening the demands 
for loans for business purposes, they tended to check expendi- 
ture and so to lower prices in this country, with the result that 
imports were discouraged and exports encouraged, and the ex- 
changes thereby turned in our favor. Unless this twofold check 
is kept in working order the whole currency system will be im- 
periled. To maintain the connection between a gold drain and 
a rise in the rate of discount is essential to the safety of the 
reserves. When the exchanges are adverse and gold is being 
drawn away, it is essential that the rate of discount in this coun- 
try should be raised relatively to the rates ruling in other coun- 
tries. Whether this will actually be necessary immediately after 
the war depends on whether prices in this country are then sub- 
stantially higher than gold prices throughout the world. It seems 
probable that at present they are on the whole higher, but if 
credit expansion elsewhere continues to be rapid, it is possible 
that this may eventually not be so. 

Continuance of Differential Rates for Home and Foreign 
Money Not Recommended. 19. It has been argued before us 
that during the period of reconstruction and perhaps for many 
years afterwards it will be possible and desirable, even though the 
exchanges are adverse, to keepmoney for home industry substan- 
tially cheaper in this country than it is abroad and yet retain an 
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effective gold standard by continuing the present practice of dif- 

ferentiating between home money and foreign money. It is held 
that relatively low rates should be offered for home money and 
charged on domestic loans, while gold is at the same time pre- 
vented from going abroad by the offer of high rates for foreign 
money. In our judgment, so soon as the present obstacles in 
the way of international intercourse are removed, any attempt to 
maintain this differentiation must break down, because it would 
be impracticable to prevent people from borrowing at the low 
home rate and contriving in one way or another to relend at 
the high foreign rate. This could only be prevented, if at all, 
by the maintenance of such stringent restrictions upon the free- 
dom of: investment after the war as would, in our opinion, be most 
detrimental to the financial and industrial recovery of this coun- 
try. Even, however, if differentiation, as a post-war policy, were 
practicable, it would not, in our judgment, be desirable. For the 
low home rate, by fostering large loans and so keeping up prices 
would continue to encourage imports and discourage exports; so 
that, even though the high rate offered for foreign money pre- 
vented gold from being drawn abroad, it would only do this at 
the cost of piling up an ever-growing debt from Englishmen to 
foreigners. It would be necessary at the same time to continue 
to pay for our essential imports of raw materials by borrowing 
in the United States and elsewhere, instead of by increasing our 
exports, thus imposing further burdens of foreign debt. This 
process could not continue indefinitely, and must sooner or later 
lead to a collapse. We are, therefore, of opinion that the need 
for making money dear in the face of adverse exchanges can not, 
and should not, be evaded by resort to differential rates. 

Legal Limitation of Note Issue Necessary. 20. The fore- 
going argument has a close connection with the general question 
of the legal control of the note issue. It has been urged in some 
quarters that in order to make possible the provision of a liberal 
supply of money at low rates during the period of reconstruction 
further new currency notes should be created, with the object of 
enabling banks to make large loans to industry without the risk 
of finding themselves short of cash to meet the requirements of 
the public for legal-tender money. It is plain that a policy of 
this kind is incompatible with the maintenance of an effective 
gold standard. If it is adopted there will be no check upon the 
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outflow of gold. Adverse exchanges will not be corrected either 
directly or indirectly through a modification of the general level 
of commodity prices in this country. On the contrary, as the 
issue of extra notes stimulates the conditions which tend to pro- 
duce an advance of prices, they will become steadily more and 
more adverse. Hence the processes making for the withdrawal 
of our gold will continue and no counteracting force will be set 
in motion. In the result the gold standard will be threatened 
with destruction through the loss of all our gold. 

21. The device of making money cheap by the continued issue 
of new notes is thus altogether incompatible with the maintenance 
of a gold standard. Such a policy can only lead in the end to an 
inconvertible paper currency and a collapse of the foreign ex- 

_changes, with consequences to the whole commercial fabric of 
the country which we will not attempt to describe. This result 
may be postponed for a time by restrictions on the export of 
gold and by borrowing abroad. But the continuance of such 
a policy after the war can only render the remedial measures 
which would ultimately be inevitable more painful and protracted. 
No doubt it would be possible for the Bank of England, with 
the help of the joint stock banks, without any legal restriction on 
the note issue, to keep the rate of discount sufficiently high to 
check loans, keep down prices, and stop the demand for further 
notes. But it is very undesirable to place the whole responsibility 
upon the discretion of the banks, subject as they will be to very 
great pressure in a matter of this kind. If they know that they 
can get notes freely, the temptation to adopt a lax loan policy 
will be very great. In order, therefore, to ensure that this is 
not done, and the gold standard thereby endangered, it is, in our 
judgment, imperative that the issue of fiduciary notes shall be, as 
soon as practicable, once more limited by law, and that the present 
arrangements under which deposits at the Bank of England may 
be exchanged for legal tender currency without affecting the re- 
serve of the banking department shall be terminated at the earliest 
possible moment. Additional demands for legal tender currency 
otherwise than in exchange for gold should be met from the re- 
serves of the Bank of England and not by the treasury, so that 
the necessary checks upon an undue issue may be brought regularly 
into play. Subject to the transitional arrangements as regards 
currency notes which we propose in paragraphs 43 to 46, and 
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to any special arrangements in regard to Scotland and Ireland 
which we may have to propose when we come to deal with the 
questions affecting those parts of the United Kingdom, we recom- 
mend that the note issue (except as regards existing private issues) 
should be entirely in the hands of the Bank of England; the notes 
should be payable in gold in London only, and should be legal ten- 
der throughout the United Kingdom. 

Machinery for the Control of the Note Issue. 22. So far 
we have addressed ourselves to the principles upon which the 
retention and maintenance of an effective gold standard depend. 
We have now to consider the particular machinery in regard to 
the control of the note issue by which the observance of these 
principles can most effectively be secured, and what modification 
(if any) may be desirable or permissible in the system in force 
before the war. 

23. We would in the first place observe that, while the obli- 
gation to pay both Bank of England notes and currency notes in 
gold on demand should, in our judgment, be maintained, it is 
not necessary for the maintenance of an effective gold standard, 
nor do we think it desirable, that there should be an early re- 
sumption of the internal circulation of gold coin. For the pres- 
ent at any rate we think that it will be more economical that 
gold should be held in a central reserve as a backing for notes 
in circulation. We do not think that any legislation on this sub- 
ject will be required. People have by now become fully accus- 
tomed to the use of notes, and it is probable that (except for 
the limited requirements of persons proposing to travel abroad) 
they will continue to circulate instead of gold coin much as they 
do at present. Informal action on the part of the banks may 
be expected to accomplish all that is required. If necessary, 
however, the circulation of gold coin could be prevented by mak- 
ing the notes convertible at the discretion of the Bank of Eng- 
land either into such coin or into bar gold, though for our own 
part we should prefer to maintain the right of the noteholder 
to receive payment in gold coin and to trust to the informal steps 
suggested above to prevent gold from flowing into internal cir- 
culation. 

24. Secondly, while it is a necessary condition of an effective 
gold standard that the import of gold should be free from all 
restrictions, it is not necessary to allow gold coin or bullion ob- 
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tained otherwise than from the Bank of England to be exported. 
In view of the fact that it is convenient that the Bank of Eng- 
land should have cognizance of all gold exports, we think it 
desirable that the export of gold coin or bullion should be sub- 
ject to the condition that such coin or bullion has been obtained 
from the bank for the purpose.. Manufactured gold should be 
deemed to be bullion unless it is in the form of articles con- 
taining a prescribed fashion value (say, of 10 per cent). The 
bank should be under obligation to supply gold for export in 
exchange for its notes. -These conditions will be sufficient to 
enable parity to be maintained between currency and_ bullion, 
since importers of gold will be free to sell it either in the mar- 
ket or to the Bank of England. 

25. Thirdly, in view of the withdrawal of gold from circu- 
lation, it is, we think, desirable that the gold reserves of the 
country should be held by one central institution, and we recom- 
mend therefore that all banks should transfer any gold now 
held by them to the Bank of England, except such small amounts 
as they may require to keep for the convenience of travelers. 

In our opinion, the prohibition against the melting of gold coin 
should for the present be maintained. 

26. We have carefully considered various proposals that have 
been laid before us as regards the basis upon which the fiduciary 
note issue should in future be fixed. It has been urged that the 
raising of the discount rate by the Bank of England may be 
delayed too long to check effectively an undue expansion of credit, 
and that under the rigid restrictions of the act of 1844 a famine 
of legal tender money might ensue. Crises of this nature neces- 
sitating the suspension of the act arose in 1847, 1857, and 1866, 
and on the first two occasions notes were actually issued by the 
bank in excess of the maximum authorized by law. On this 
ground mainly it has been urged that these rigid restrictions 
ought to be transformed into something more elastic. To this 
end the following principal proposals, either separately or in 
combination, have been put before us by various witnesses: 

(1) That the banking and issue department of the Bank of 
England should be amalgamated. 

(2) That the issue of additional notes, instead of being re- 
quired to be covered pound for pound by gold, should he freely 
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allowed, subject only to the condition that a prescribed percent- 
age of the total issue should be so covered. 

(3) That, while either an absolute figure for the maximum 
_ fiduciary issue or a maximum determined on a proportionate 
basis should be prescribed by law, provision should be made for 
increases beyond this maximum upon condition of a tax being 
paid by the bank to the Government. 

_ These various suggestions we now proceed to: discuss. 

27. First, the main effect of the amalgamation of the two 
departments of the Bank of England would be to place deposits 
with the Bank of England in the same position as regards con- 
vertibility into gold as is now held by the note. It has been 
argued in favor of this change that greater security would be 
given to the deposits than under the present system. After care- 
ful consideration we are unable to recommend it. The deposits 
have at present the full security of the reserve in the banking 
department, and it is obvious that any such additional security 
would be at the direct expense of the security of the note. In 
our opinion it is desirable that the issue of currency shall be 
subject to strict legal regulation, but that the management of 
banking should be left as free as possible from State interfer- 
ence. We think that the amalgamation of the two departments 
would inevitably lead in the end to State control of the creation 
of banking credit generally, a contingency which we are con- 
vinced would greatly hamper the elasticity and efficiency with 
which the banks are able to meet the requirements of industry. 

28. Secondly, the proposal to allow the issue of fiduciary notes 
without limit, subject only to a fixed percentage. of the total issue 
being held in gold by the Bank of England (or the issue depart- 
ment of the Bank of England if there is no amalgamation), ap- 
pears to us objectionable for the following reasons. If, as hap- 
pened in general in the German Reichsbank, other regulations 
keep the actual note issue much below the maximum fixed by this 
proportion, the proportion is not effective and produces no result. 
But, if the actual note issue is really controlled by the pro- 
portion, the arrangement is liable to bring about very violent dis- 
turbances. Suppose, for example, that the proportion of gold 
to notes is actually fixed at one-third and is operative. Then, if 
the withdrawal of gold for export reduces the proportion below 
the prescribed limit, it is necessary to withdraw notes in the ratio 
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of three to one. Any approach to the conditions under which 
the restriction would become actually operative would thus be 
likely to cause even greater apprehension than the limitations of 
the act of 1844. 

29. This consequence might no doubt be obviated for a time 
if the joint stock banks themselves kept large reserves of gold 
and were prepared in the event of the depletion of the Bank of 
England reserve either by an external or by an internal drain to 
use them to make good the depletion and so dispense for the 
time being with the necessity for withdrawing notes from cir- 
culation. It is clear, however, that unless the same steps in 
regard to money rates and the restriction of credit were taken 
as would be necessary if the depletion were actually operative, 
this remedy would be merely a temporary palliative, since the 
causes which had occasioned the drain would continue to operate 
unchecked. If, on the other hand, as some have .advocated, the 
banks were given in consideration for their assistance in such 
contingencies, in addition to the right to obtain notes for the 
gold brought in the right to receive advances in further fiduciary 
_ notes, the result, so far as the right was exercised, would be to 
neutralize the effect which the gold brought in would otherwise 
have had in preserving or restoring the proportion of gold to 
circulation, while the Bank of England would be placed in the 
very dangerous position of being under an absolute obligation to 
create new credits at the very moment at which a policy of credit 
restriction had become essential. 

Incidentally we would remark that the minimum percentages 
proposed by the London Chamber of Commerce, namely, 33 1-3 
per cent of gold against the Bank of England note issue and 20 
to 25 per cent against a separate issue of currency notes, would 
in our opinion be wholly inadequate. The percentage of gold 
to the two issues, taken together, would actually be less than is 
now held. The Manchester Chamber of Commerce propose that 
the proportion of gold to notes should be 40 per cent, while Sir 
Edward Holden was of opinion that the bank should aim at that 
proportion of gold in respect to its total liabilities on account of 
the notes issued and deposits. For the reasons indicated above, 
however, we have come to the unanimous conclusion that there 
are substantial objections to basing the note issue of this coun- 
try upon any proportionate holding of gold. 
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30. There remains, thirdly, the plan of fixing a maximum 
absolute limit to the fiduciary note issue, subject to the condition 
that this limit may be exceeded on the payment of a tax to the 
Government. It is obvious that, if such a tax is to act as a de- 
terrent, it must be sufficiently high to secure that no profit should 
accrue to the bank as the result of the emergency issue. As this 
profit necessarily depends to a larger degree upon the rate of 
interest at which accommodation is given to the market, we do 
not think, in view of the great uncertainty as to the future course 
of interest rates, that it is practicable now to name any figure 
which could safely be adopted for such a tax. Unless it is fixed 
at a sufficiently penal rate to secure that the normal fiduciary 
issue is not exceeded except in circumstances of real emergency, 
and then only for a strictly limited period, the system may afford 
dangerous possibilities of excessive speculation and lend itself to 
' the development of crises which more stringent safeguards might 
have averted altogether. This criticism has in fact been made 
of the German plan, and we are not clear how the arrangements 
recently adopted by the United States, which have not yet been 
tested by experience will actually operate. If it were decided 
to adopt any such method in this country, it would be necessary 
for safety to take a very high rate which might in fact prove 
to be unduly penal. 

31. In view of the comparison with the systems prevailing in 
foreign countries which have been put forward by various wit- 
nesses, we would point out that these countries have not in prac- 
tice maintained the absolutely free gold market which this country, 
‘by reason of the vital importance of its position in international 
finance, is bound to do. It has therefore been open to them 
to have recourse to devices to steady the rate of discount which, 
even if successful for this purpose, it would be inexpedient and 
dangerous for us to attempt. 

Maintenance of Principle of Bank Charter Act 1844, Rec- 
ommended. 32. Having regard to the foregoing considerations, 
we are of opinion that the principle of the act of 1844, which 
has upon the whole been fully justified by experience, should be 
maintained, namely, that there should be a fixed fiduciary issue 
beyond which, subject to emergency arrangements which we rec- 
ommend below, notes should only be issued in exchange for gold. 
It is noteworthy that from 1866 till the outbreak of the present | 
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war no suspension of the act was ever necessary. We think that 
the stringent principles of the act have often had the effect of 
preventing dangerous developments and the fact that they have 
had to be temporarily suspended on certain rare and exceptional 
occasions (and those limited to the earlier years of the act’s opera- 
tion when experience of working the system was still immature) 
does not, in our opinion, invalidate this conclusion. We recom- 
mend, therefore, that the separation of the issue and banking de- 
partments of the Bank of England should be maintained and 
that the Weekly Return continue to be published in its present 
form. 

Modification of Provisions of Act of 1844 in Respect of 
Issue of Emergency Currency Recommended. 33. This con- 
clusion, however, has not prevented us from considering with 
care the possibility of so modifying the act of 1844 as to make 
provision for the issue of emergency currency in times of acute 
difficulty. It might, no doubt, be sufficient to leave matters as 
they were prior to 1914 and to risk the possibility of the law 
having to be broken, subject to indemnity from Parliament, but 
upon the whole we share the objections which: have been ex- 
pressed in many quarters to this procedure. We are, therefore, 
of opinion that the provisions of section 3 of the currency and 
bank notes act, 1914, under which the Bank of England may, 
with the consent of the treasury, temporarily issue notes in 
excess of the legal limit, should be continued in force. It should 
be provided by statute that Parliament should be informed forth- 
with of any action taken by the treasury under this provision 
by means of a treasury minute which should be laid before both ° 
houses. The statute should also provide that any profits derived 
from the excess issue should be surrendered by the bank to the 
exchequer. It will, of course, be necessary that the bank rate 
should be raised to, and maintained at, a figure sufficiently high 
to secure the earliest possible retirement of the excess issue. 

' 34. In connection with these emergency arrangements we have. 
considered the question of the reserves which should be held 
by the joint-stock banks quite apart from their normal reserves 
of legal-tender money. As we do not contemplate a resumption 
of the internal circulation of gold, no useful purpose would be 
served by their accumulating gold which can be more effectively 
employed by the Bank of England in maintaining the exchanges 
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and supporting the note issue. We have considered a proposal 
that they should be required to hold a certain proportion of their 
deposits in the form of treasury bills and other short-dated Gov- 
ernment securities, which, in the event of a crisis, might be dis- 
counted with the Bank of England and form the basis of an issue 
of emergency currency, if required. While we think it expedi- 
ent that such reserves should be held, we have come to the con- 
clusion that it would not be desirable to attempt any legal regu- 
lation of the matter. Our attention has, however, been called 
to the fact that a committee of bankers have recommended that 
banks should in future be required to publish a monthly state- 
ment in the form of Appendix I to this report showing the 
average of their weekly balance sheets during the month. We 
entirely concur in this recommendation and we suggest that the 
statement of assets should be amplified by the addition after 
“money at call and at short notice” of a heading “Government se- 
curities maturing within 12 months.” If this is done, we think 
that the consequent publicity will be amply sufficient to secure the 
object which we have in view. 

Amount of Fiduciary Note Issue and Gold Reserve. 35. 
_ Having come to the conclusion that the amount of the fiduciary 
issue should, subject to what was said in paragraph 33, be fixed by 
law at some definite amount, we have next to consider how large 
this fiduciary issue ought to be. 

Assuming the restoration of an effective gold standard, and 
given the conventional standards of banking practice and the 
customs of the public as regards the use of currency, the amount 
of legal-tender currency (other than subsidiary coin) which can 
be kept in circulation, including the currency holdings of the 
banks and the banking department of the Bank of England, will 
determine itself automatically, since, if the currency becomes re- 
dundant, the rate of discount will fall, and prices will rise; notes 
will be presented in exchange for gold for export and the volume 
of the currency will be reduced pro tanto. If, on the other hand, 
the supply of currency falls below current requirements, the rate 
of discount will rise, prices will fall, gold will be imported and 
new notes taken out in exchange for it. 

36. Under the arrangements which we contemplate virtually 
the whole amount of the currency gold in the country will be 
held in a central reserve at the Bank of England; and the cir- 
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culation, in the wide sense in which we are using the term, will 


consist (apart from the subsidiary currency, which we need not 
now consider) in part of fiduciary notes and, as regards the bal- 
ance, of notes covered by that reserve. The total circulation being 
automatically determined, it will follow that the higher the amount 
fixed for the fiduciary issue the lower will be the amount of the 
covered issue, and, consequently, of the central gold reserve and 


vice versa, while, if the fiduciary issue were fixed at a figure 


which proved to be higher than the total requirements of the 
country for legal-tender currency, the covered issue, and with it 
the central gold reserve, would disappear altogether. It is clear, 
therefore, that the amount of the fiduciary issue must be fixed at 
a figure low enough to make sure, not merely that there will al- 
ways be some covered issue, but that there will always be a 
covered issue of sufficiently substantial amount to secure that 
the covering gold which constitutes the central reserve never falls 
so low as to give rise to apprehension as to the stability of the 
gold standard. 

37. If the post-war requirements proved to be no larger than 
the pre-war requirements (about £180,000,000, exclusive of sub- 
sidiary coin, as shown in paragraph 13), it is clear that the present 
fiduciary issue of £249,000,000 would have to be ‘reduced by 
£69,000,000 before any gold could be retained in the central re- 
serve at all, Even upon the supposition that the policy of substi- 
tuting notes for all gold outside that reserve is completely suc- 
cessful, in order to have a central gold reserve of £100,000,000 
the fiduciary issue would have to be reduced to £80,000,000 and, 
even so, we should have £60,000,000 less gold in the country than 
before the war. 

38. The pre-war requirements, however, had relation to the 
level of pre-war world prices, the existing conventional stand- 
ards in regard to banking reserves, and the habits of the people, 
both in regard to the amounts of money which they carried in 
their pockets and kept in their homes and to the use of credit 
instruments in place of cash. It is probable that after the war 
world pricés will stand for many years, if not permanently, at 
a greatly enhanced level, and that the banks may well find it de- 
sirable to adopt a higher standard for their holdings of legal- 
tender money. Furthermore, any additional economy in -the 
use of legal-tender money which may take place through the ex- 
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tended use of bankers’ checks and other credit instruments may - 
be more than offset by the fact that a larger share of the national 
income is likely to be enjoyed by the wage-earning classes who 
are the chief users of legal-tender money. All these causes will 
tend to increase the amount of legal-tender money which the 
country will, consistently with the maintenance of a gold stand- 
ard, be able to retain in bank reserves and: general circulation to 
a point much above the pre-war figure, but the precise amount of 
the increase can only be determiend by experience. 

39. Until such experience has been gained it would, in our 
opinion, be dangerous to seek to lay down any precise figure for 
the fiduciary issue. The adoption of an unnecessarily low fig- 
ure would result in the accumulation of a gold reserve of larger 
dimensions than is strictly necessary for the protection of the 
gold standard and the security of our national credit—a luxury 
which we shall be ill able to afford in the difficult times which 
are ahead—while the adoption of too high a figure would destroy 
the gold standard altogether. 

40. It therefore seems desirable to approach the problem from 
the other end, and to attempt to fix tentatively the amount which 
we should like to see held in gold in the central reserve, leaving 
the ultimate dimensions of the fiduciary issue to be settled as the 
result of experience at the amount of fiduciary notes which can 
be kept in circulation—in banking reserves (including the banking 
reserve of the Bank of England), and in the pockets of the 
people—without causing the central gold reserve to fall appreci- 
ably below the amount so fixed. 

41. The pre-war gold reserves were about £38,500,000 in the 
Bank of England and an amount estimated at £123,000,000 in the 
banks and in the pockets of the people. If the actual circulation 
of gold coin ceases and the whole of the gold is concentrated 
in the central institution, some economy is permissible in view 
of its increased mobility. On the other hand, the aggregate 


amount of currency required will undoubtedly be larger. We 


accordingly recommend that the amount to be aimed at in the 
first instance as the normal minimum amount of the central gold 
reserve should be £150,000,000, and that, until this amount has 
been reached and maintained concurrently with a satisfactory 
foreign-exchange position’ for a period of at least a year, the 
policy of reducing the uncovered note issue as and when oppor- 
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tunity offers should be consistently followed. In view of the 
economic conditions which are likely to follow the restoration of 
peace, it will be necessary to apply this policy with extreme cau- 
tion and without undue rigidity. When the exchanges are work- 
ing normally on the basis of a minimum reserve of £150,000,000 
the position should again be reviewed in the light of the dimen- 
sions of the fiduciary issue as it then exists. 

Reduction of Present Currency Note Issue During Interim 
Period. 42. If these arrangements are adopted, there will be an 
interim period beginning after the completion and demobilization 
during which it is probable that the present issue of currency 
notes will have to be gradually reduced until experience has 
shown what amount of fiduciary notes can be kept in circulation 
consistently with the maintenance of this reserve. It was sug- 
gested to us in evidence that, until that amount has been ascer- 
tained, steps should be taken as soon as possible after the war 
to reduce the uncovered issue at the rate of not less than 3 
per cent per annum of the outstanding amount, and that, sub- 
ject to arrangements for meeting a temporary emergency, the 
issue in any period of six months or one year should not be 
allowed to exceed the amount outstanding in the preceding sim- 
ilar period. We think that it would be highly desirable to aim 
at a steady and continuous reduction, but we are disposed to 
doubt whether it will be found to be practicable to work to 
any precise rule. We confine ourselves therefore to the gen- 
eral recommendation of policy indicated above. Ve entirely 
~oncur, however, in the suggestion that, when reductions 
have taken place, the actual maximum fiduciary circulation in any 
year should become the legal maximum for the following year, 
subject only to the emergency arrangements proposed in para- 
graph 33. . 

Transitional Arrangements Pending Replacement of Cur- 
rency Note Issue by a Bank of England Issue. 43. It remains 
for us to consider how and when the present issue of currency 
notes is to be replaced by the Bank of England issue. There 
would be some awkwardness in transferring the issue to the Bank 
of England before the future dimensions of the fiduciary issue 
have been ascertained. We therefore recommend that during 
the transitional period the issue should remain a Government 
issue, but that such post-war expansion (if any) as may take place 
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should be covered not by the investment of the proceeds of the 
new notes in Government securities, as at present, but by taking 
Bank of England notes from the bank and holding them in the 
currency note reserve, and that, as and when opportunity arises 
for providing cover for the existing fiduciary portion of the issue, 
the same procedure should be followed. The effect of this ar- 


‘rangement would be that the demands for new currency would 


operate in the normal way to reduce the reserve in the banking 
department at the Bank of England, which would have to be 
restored by raising money rates and encouraging gold imports. 

44. We should thus in course of time have the currency note 
issue covered partly by the £28,500,000 of gold at present held 
and partly by Bank of England notes covered by gold in the issue 
department of the Bank of England; the balance, forming the 
fiduciary part of the issue properly so called, being covered by 
Government securities as at present. During the transition stage 
the greater part at any rate of the demand for gold for export 
will fall upon the Bank of England, since currency notes are 
not likely to be presented to any large extent for actual pay- 
ment in gold, but will be paid in by the banks which collect them 
to the credit of their accounts with the Bank of England, the 
balances thereby created being used when necessary to draw gold 
from the Bank of England for export in the ordinary way. We 
accordingly think that it will be desirable that the Bank of Eng- 
land notes should likewise be substituted in the currency note 
reserve, either immediately after the war or from time to time 
by installments, for the £28,500,000 gold now held by that re-_ 
serve, so that when the time is ripe for the final transfer the 
whole of the gold reserve may be in the hands of the bank. 

45. When the fiduciary portion of the issue has been reduced 
to the amount which experience shows to be consistent with the 
maintenance of a gold reserve of £150,000,000 in the issue de- 
partment of the bank, the outstanding currency notes should be 
retired and Bank of England notes of low denominations sub- 
stituted, the Bank of England fiduciary issue being simultaneously 
increased by an amount equal to the then issue of currency notes 
covered by Government securities. As the Bank of England 
notes held in the currency note reserve and the gold against them 
would already appear in the bank return, the only effect on that 
return of the ultimate merger would be to add to the total Bank 
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of England issue the amount of the fiduciary portion of the 
currency note issue as ultimately ascertained, and to add the same 
amount of Government securities to the securities in the issue 
department. 

46. The settlement as between the treasury and the bank would 
take the form of the treasury handing over to the bank in ex- 
change for a like amount of currency notes withdrawn by the 
bank from circulation the Bank of England notes held for the 
currency note account, and in respect of the remainder of the 
currency notes withdrawn Government securities. These securi- 
ties should be either ‘ways and means advances or treasury bills 


.. and other marketable securities, being part of the ordinary public 


debt, and should be taken at current market value. In so far as 
any of the assets of the currency-note redemption account at the 
time of transfer might not come within these categories, they 
should be retained by the treasury and other securities substituted. 
The Bank of England notes of small denomination would be issued 
by the bank in place of the currency notes withdrawn from cir- 
culation, partly in substitution for the Bank of England notes 
returned to them from the currency-note reserve (which would 
be already covered by gold in the issue department) and partly 
in respect of the bank’s new fiduciary issue based on the trans- 
ferred securities. The profits of the increased fiduciary issue 
would be payable by the bank to the exchequer. 

Summary of Conclusions. 47. Our main conclusions may be 
briefly summarized as follows: 

Before the war the country possessed a complete and effective 
gold standard. The provisions of the bank act, 1844, operated 
automatically to correct unfavorable exchanges and to check un- 
due expansions of credit. (Pars. 2 to 7.) 

During the war the conditions necessary to the maintenance of 
that standard have ceased to exist. The main cause has been the 
growth of credit due to Government borrowing from the Bank 
of England and other banks for war needs: The unlimited issue 
of currency notes has been both an inevitable consequence and a 
necessary condition of this growth of credit. (Pars. 8 to 14.) 

In our opinion it is imperative that after the war the conditions 
necessary to the maintenance of an effective gold standard should 
be restored without delay. Unless the machinery which long ex- 
perience has shown to be the only effective remedy for an adverse 
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balance of trade and an undue growth of credit is once more 
brought into play, there will be grave danger of a progressive 
credit expansion which will result in a foreign drain of gold, men- 
acing the convertibility of our note issue and so jeopardizing’ the 
international trade position of the country. (Par. 15.) 

_ The prerequisites for the restoration of an effective gold stand- 
ard are: 

(a) The cessation of Government borrowing as soon as possible 
after the war. We recommend that at the earliest possible moment 
an adequate sinking fund should be provided out of revenue, so 
that there may be a regular annual reduction of capital liabilities, 
more especially those which constitute the floating debt. (Pars. 16 
and 17.). 

(b) The recognized machinery—namely, the raising and mak- 
ing effective of the Bank of England discount rate—which before 
the war operated to check a foreign drain of gold and the specula- 
tive expansion of credit in this country, must be kept in working 
order. This necessity can not and should not be evaded by any 
attempt to continue differential rates for home and foreign money 
after the war.. (Pars. 18 and 19.) 

(c) The issue of fiduciary notes should, as soon as practicable, 
once more be limited by law, and the present arrangements under 
which deposits at the Bank of England may be exchanged for legal- 
tender currency without affecting the reserve of the banking de- 
partment should be terminated at the earliest possible moment. 
Subject to transitional arrangements as regards currency notes and 
to any special arrangements in regard to Scotland and Ireland 
which we may have to propose when we come to deal with the 
questions affecting those parts of the United Kingdom, we recom- 
mend that the note issue (except as regards existing private 
issues) should be entirely in the hands of the Bank of England. 
The notes should be payable in London only and should be legai 
tender throughout the United Kingdom. (Pars. 20 and 21.) 

As regards the control of the note issue, we make the following 
observations : 

(1) While the obligation to pay both Bank of England notes 
and currency notes in gold on demand should be maintained, it is 
not necessary or desirable that there should be any early resump- 
tion of the internal circulation of gold coin. (Par. 23.) 

(2) While the import of gold should be free from all restric- 
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tions, it is convenient that the Bank of England should have cogni- 
zance of all gold exports, and we recommend that the export of 
gold coin or bullion should be subject to the condition that such 
coin and bullion has been obtained from the bank for the purpose. 
The bank should be under obligation to supply gold for export in 
exchange for its notes. (Par. 24.) 

(3) In view of the withdrawal of gold from circulation, we 
recommend that the gold reserves of the country should be held by 
one central institution and that all banks should transfer any gold 
now held by them to the Bank of England. (Par. 25.) 

Having carefully considered the various proposals which have 
been placed before us as regards the basis of the fiduciary note 
issue (pars. 26 to 31), we recommend that the principle of the bank 
charter act, 1844, should be maintained, namely, that there should 
be a fixed fiduciary issue beyond which notes should only be issued 
in exchange for gold. The separation of the issue and banking de- 
partments of the Bank of England should be maintained, and the 
Weekly Return should continue to be published in its present form. 
(Pare 32?) 

We recommend, however, that provision for an emergency be 
made by the continuance in force, subject to the stringent safe- 
guards recommended in the body of the report, of section 3 of the 
currency and bank notes act, 1914, under which the Bank of Eng- 
land may, with the consent of the treasury, temporarily issue notes 
in excess of the legal limit. (Par. 33.) 

We advocate the publication by the banks of a monthly state- 
ment in a prescribed form. (Par. 34.) 

. We have come to the conclusion that it is not practicable to fix 
any precise figure for the fiduciary note issue immediately after the 
war. (Pars. 35 to 39.) 

We think it desirable, therefore, to fix the amount which should 
be aimed at as the central gold reserve, leaving the fiduciary issue 
to be settled ultimately at such amount as can be kept in circula- 
tion without causing the central gold reserve to fall below the 
amount so fixed. We recommend that the normal minimum of 
the central gold reserve to be aimed at should be, in the first in- 
stance, £150,000,000. Until this amount has been reached and 
maintained concurrently with a satisfactory foreign exchange posi- 
tion for at least a year, the policy of cautiously reducing the uncov- 
ered note issue should be followed. When reductions have been 
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effected, the actual maximum fiduciary circulation in any year 
should become the legal maximum for the following year, subject 
only to the emergency arrangements previously recommended. 
When the exchanges are working normally on the basis of a mini- 
mum reserve of £150,000,000, the position should again be re- 
viewed in the light of the dimensions of the fiduciary issue as it 
then exists. (Pars. 40 to 42.) 

We do not recommend the transfer of the existing currency 
note issue to the Bank of England until the future dimensions of 
the fiduciary issue have been ascertained. During the transitional 
period the issue should remain a Government issue, but new notes 
should be issued, not against Government securities, but against 
Bank of England notes, and, furthermore, when opportunity arises 
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Reserve funds. ..0. 0p a. cece s a oes F (2) Balances with London clearing 
Current, deposit, and other accounts. * agents and with other banks, 
INC COD EATICES ass chain, yp aatenbeetht onto bankers, or banking companies 
Indorsements, guarantees, and other in the United Kingdom....... 
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Notes in'circulation................ —— 


Money at call and at short notice.... 
British bills of exchange..........-. 
Foreign bills, foreign bank bills, and 
Gomiciled (bills, seiete setisteh asin wae 
Balances abroad. 5.4 ccc ois salons ets 
Investments: 
(1) Securities of or guaranteed by 
British Government.......... 
(2) Indian and colonial government 
securities, British corporation 
stocks, British railway deben- 
‘ture and preference stocks..... 
(3)) Other investments... ... 2.2.15 
Moans and advances......0.6.2-s snc 
ROE ASSCUSS Musi ce teseycis oats Sahel ere 
Manic premise are. so. ac. fel ne adnse 
Liabilities of customers for acceptances 
AS Per CONTA. ea es edo sed es 
Liabilities of customers for indorse- 
ments, guarantees, and other obliga- 
HONS; AS/PCL CONETA. a. .< wes esis aan 
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for providing cover for existing uncovered notes, Bank of England 
notes should be used for this purpose also. Demands for new 
currency would then fall in the normal way on the banking depart- 
ment of the Bank of England. (Pars. 43 and 44.) 

When the fiduciary portion of the issue has been reduced to an 
amount which experience shows to be consistent with the main- 
tenance of a central gold reserve of £150,000,000, the outstanding 
currency notes should be retired and replaced by Bank of Eng- 
land notes of low denomination in accordance with the detailed 
procedure which we describe. (Pars. 45 and 46.) 


B.—GREAT BRITAIN’S RETURN TO GOLD* 


For many generations sterling has been the world’s in- 
ternational money. Because of the suspension of the 
gold standard in England during the war and for some 
years after, the pound has lost prestige in many markets. 
In some places it has been supplanted by the dollar of the 
United States, and New York has gained rapidly on Lon- 
don as the financial center of the world. The position 
of England in the foreign trade of the world made the 
return to the gold standard very urgent. The advisability 
of such a step was long a matter of debate. It was 
thought that it would require enough deflation to affect 
business very unfavorably. However, England is now 
effectively upon the gold standard.t—[Ed. Note.] 


* Report of the Commission of Gold and Silver Inquiry of the United 
States Senate, 1925. 

+ On the return of sterling to par many well-informed people questioned 
the ability of the Bank of England to pay out gold on demand. It was 
natural that these suspicions would arise. The bank, however, reserved the 
right to pay out gold for notes at its discretion. Gold was paid out freely 
for export. In order to forestall various speculators it appears that the 
plan was entered into of establishing co-operation between the New York 
bankers and the Bank of England with the avowed intention of carrying 
out definitely the free gold market in London. A loan therefore was 
arranged by J. P. Morgan and Company and the Federal Reserve Bank of 
New York for the Bank of England. J. P. Morgan and Company and 
other bankers provided a credit for the British Government of $100,000,000. 
The Federal Reserve Bank of New York made an arrangement in which 
the other Federal Reserve banks of the United States were privileged to 
participate for a loan of $200,000,000 in gold to be placed at the disposal 
of the Bank of England if desired. 
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More than six years have elapsed since the signing of the 
armistice, yet Great Britain has not returned to the gold stand- 
ard. The disadvantages of a pound unstable with reference to 
gold are many and are realized increasingly in Great Britain, where 
discussion regarding the return to the gold basis has been going on 
for some time, especially since the rise of the pound beginning the 
latter part of 1924. The introduction of stable currencies into 
Austria, Germany, Poland, and Hungary, the return practically to 
the gold standard in Sweden, and the restoration of the pre-war 
par in Switzerland and the Netherlands have brought the question 
boldly to the front in Great Britain. British colonies and other 
possessions have grown impatient for the pound to return to par, 
and South Africa has engaged foreign currency experts to exam- 
ine into the question of a return to the gold standard independently 
of Great Britain. | 


Oo 

These two arrangements are very different. The Morgan loan is a 
government banking credit, while the Federal Reserve loan is only an 
arrangement between the, banks of issue of the two different countries. 
Under this arrangement, the credit may be made available to the Bank of 
England in several different ways. The Reserve Bank may buy sterling 
bills or create and maintain a deposit balance in the Bank of England or 
earmark gold and hold it in the New York bank, or export gold to London. 
The arrangement to be followed will undoubtedly be that which seems 
expedient. This credit may never be used. It is, in fact, the avowed finan- 
cial policy of the British government not to use it unless it becomes 
necessary. The arrangement was made as a matter of protection and as a 
warning to speculators. The Chancellor of the Exchequer, Mr. Winston 
Churchill, plainly stated the purpose as follows: 

“These credits will only be used if, as, when they are required. We do 
not expect to have to use them, and we shall freely use other measures in 
priority. 

“These great credits across the Atlantic Ocean have been obtained and 
built up as a solemn warning to speculators of every kind and of every hue 
and in every country, of the resistance which they will. encounter and of 
the reserves with which they will be confronted, if they attempt-to disturb 
the gold parity which Great Britain has now established.” 

The position of the Bank of England has been further strengthened by 
the increase of foreign deposit balances. During the several years of 
depreciated currencies throughout the world it was not advantageous for 
other countries to maintain balances in London as in pre-war years. With 
the establishment of sterling par and the resumption of specie payments in 
many other countries, sterling will again become the international currency. 
Foreign countries throughout the world will at once seize upon the advan- 
tage of maintaining deposit balances in London and settling their accounts 
through the London market. This will strengthen the reserve position of 
the Bank of England and turn gold toward that market from many coun- 
tries.—Article by Ivan Wright in The Burroughs Clearing House, October, 


1922, 
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From the standpoint of Great Britain the question of a return 
to gold is of paramount importance. Among the serious evils re- 
sulting from an irredeemable paper currency is the loss of prestige 
which the pound has suffered in many markets of the world. The 
pound sterling has for many generations been an international 
monetary unit, used to finance payments in all parts of the world, 
and has been the leading currency quoted on most of the foreign 
exchanges. This position of the pound has been an important 
factor in the expansion and dominance of British trade. Since 
1914, however, the pound has lost a large amount of its former 
prestige, due in large part to the fact that the pound does not rep- 
resent gold and does not have a fixed value in terms of gold. Ex- 
portations of gold coin from Great Britain have been restricted so 
that a draft on London can not be turned into gold sovereigns and 
the gold exported. A sterling draft merely represents so much 
purchasing power and not a fixed amount of gold. 

The dollar has replaced the pound in many foreign countries 
and has gained permanently a strong position. It is now the lead- 
ing foreign currency in many countries and dollar drafts are 
acceptable almost anywhere. This change has been due to a large 
extent to the fact that the dollar represents gold, while the pound 
is an inconvertible paper unit. If the pound sterling is to retain 
its strong position as an international currency, a position now 
shared by the dollar, a prompt return to the gold standard and the 
restoration of a free gold market in London are needed. 

A currency of uncertain value is a serious handicap to foreign 
trade, and in the case of Great Britain, foreign trade is an espe- 
cially vital part of the country’s economy. Existing unemployment 
difficulties appear to be due in large part to depressed conditions in 
the export industries. The adverse effects of a fluctuating cur- 
rency upon foreign trade have to do especially with the uncer- 
tainty which fluctuations introduce into foreign trade transactions. 
An exporter sending goods to Great Britain or elsewhere, and 
whose shipments are financed in sterling does not know what the 
sterling will yield him when converted into his domestic money. 
Similarly, an importer purchasing from Great Britain or elsewhere 
does not know what he will have to pay for a sterling draft to 
cover his shipment of goods. Hedging and other methods of 
counteracting the uncertainty of exchange, where possible, are an 
extra expense and tend to complicate and discourage foreign trade. . 
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The fluctuations of the pound have not been as great as those of 
the French franc and other currencies, but such as they have been, 
they have interfered with the conduct of foreign trade. 

The controversy over protection in Great Britain in the latter 
part of 1923 was caused largely by the depreciation of the franc 
and other European currencies. Although the depreciation of the 
pound was not much of a factor, the situation illustrates clearly 
the evils of unstable currencies. Exports from France to Great 
Britain were artificially stimulated by the greater depreciation of 
the franc than the pound, which made French goods unusually 
cheap in Great Britain. Relatively large importations into Great 
Britain of certain articles, especially woolen tissues and worsteds, 

were irritating to competing British manufacturers. Such condi- 
tions were only temporary, but while they lasted were disturbing 
to the trade and tended to cause artificial adjuctments.* 

Opposition to a prompt return to the gold basis in Great Britain 
has been due largely to the fear that raising the pound to par 
would depress business, since to raise it to par might involve some 
deflation and contraction in currency and credit. An alternative, 
which, however, due to the rise of the pound toward par is no 
longer an issue, was devaluating the pound, that is redeeming it in 
a smaller amount of gold than before the war, and an amount in 
harmony with its prevailing purchasing power. If the policy of 
“devaluation” had been accepted, Great Britain could have re- 
turned to the gold standard some time ago and commenced redeem- 
ing paper pounds in a reduced amount of gold. The opposition to 
“devaluation” was so pronounced in Great Britain that as a prac- 
tical matter it was not to be considered seriously. A certain 
amount of sentiment regarded “devaluation” as repudiation and a 
disruption of the value relations between debtors and creditors. 

Another course often urged in Great Britain was to wait for 
a fall in the value of gold throughout the world so that the pur- 


* Efforts of different countries to meet, conditions due to depreciating 
currencies by tariff enactments have not met’ with much success. Conditions 
change so rapidly and have been subject to such extremes that tariffs 
usually have been inadequate. A tariff of 100 per cent may be needed one 
week and the next week no tariff at all. At the present time tariff con- 
ditions in most European countries are confused. In 1921 Great Britain 
adopted the Safeguarding of British Industries Act, a temporary measure 
to protect the so-called “key” industries and to protect British industries 
which had to combat low-priced foreign goods on account of depreciated 
currencies. However the results did not prove very satisfactory. 
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chasing power of the paper pound would automatically come into 
conformity with that of gold. Inflation in the United States and 
therefore a fall in the purchasing power of the dollar, i.e., gold, 
was believed in Great Britain to be very probable. This of course 
would tend to raise the pound to par, and thus would assist Great 
Britain in returning to the gold standard. 

A little inflation took place in the United States beginning in the 

last part of 1924, accompanied by a rise in prices. Lowering the 
discount rates in the United States in the spring and summer of 
1924 tended also to cause a movement of funds from the United 
States to Great Britain, where higher interest rates could be ob- 
tained. Although prices in the United States have been rising re- 
cently, prices in Great Britain have also been moving upward. . 
At the same time, due to improved conditions in Europe following 
the adoption of the Dawes report, large capital movements from 
the United States to Europe took place, as large loans were floated 
in the United States. These factors tended to raise the value of 
European currencies in the United States, and the pound experi- 
enced a marked rise in the face of rising prices in Great Britain 
and large seasonal imports from the United States of agricultural 
products. The pound is now not far below par and in fact may 
very soon go to par. 
_ According to index numbers the price level in Great Britain is 
not very divergent from that of the United States, and in view of 
difficulties in making accurate price comparisons, as already dis- 
cussed, it appears doubtful whether much deflation in Great Britain 
is necessary in order to maintain the pound at par. British prices 
reduced to a gold basis, i.¢., discounted according to depreciation in 
exchange rates, for the past few years have been below United 
States prices, indicating that the depreciation in exchange rates 
has been greater than the depreciation in the purchasing power 
of the pound. However, in the latter part of 1924 prices on a 
gold basis in Great Britain became higher than paper prices. Thus 
the rise of prices in the United States was not much of a factor 
in the rise of the pound in the exchange market. 

A rise in the discount rate of the Bank of England would con- 
tribute toward restoring the pound to par or maintaining it there, 
and has been advocated in Great Britain. Should present condi- 
tions be inadequate to restore the pound to par in the near future, 
a rise in the bank rate would soon bring about the desired result, 
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The bank rate in Great Britain was raised to 4 per cent in July, 
1923, but since that date no rise has taken place. A program of 
deflation is unpopular and with the deflation of 1920 and 1921 still 
a fresh memory, business in Great Britain dreads: any additional 
deflation. However, the amount of deflation necessary to maiti- 
tain the gold standard, if any is necessary, is very slight, and would . 
be no great handicap to business.* 

Whether or not the pound soon returns to par without additional 
assistance, the most feasible method for Great Britain to return to 
the gold standard is to set a date in the future at which time full 
resumption of specie payments is to take place. This method was 
employed successfully by the United States in dealing with the 
irredeemable greenbacks following the Civil War. If Great 
Britain should set a date in the future, a few months or a year, at 
which time redemption of the notes would take place, in gold, or 
in the case of currency notes possibly in interest-bearing securities 
at the option of the holder, the value of the paper pound would 
rise toward that of its gold equivalent as the time for redemption 
approached. Following such announcement the notes would imme- 
diately have the aspect of noninterest bearing bonds maturing at 
the redemption date. The notes would be withdrawn from circu- 
lation and held as an investment if the current monetary value were 
less than the discounted value of the gold in which they were to be 
redeemed. The experience of the United States in regard to the 
greenbacks was that as the time for redemption approached the 
greenback continually rose in value, and two weeks before redemp- 
tion was to begin the paper greenbacks were the equivalent of gold 
dollars. 


*In the first of 1923 the ratio between the purchasing power of the pound 
and that of the dollar was practically the same as before the war, namely, 
the pound would purchase 4.86 times as much as the dollar. This can be 
seen in chart 13. At about this same time (February, 1923) the market rate 
of exchange rose to about $4.72, a depreciation of slightly less than 3 per 
cent, and the highest rate at which it had been for several years. Under 
such conditions redemption could have been, undertaken more easily than at 
any time since inconvertibility began. However, this situation did not con- 
tinue, and although prices in the United States remained fairly constant, 
prices in Great Britain rose during the last part of 1923 and part of 1924. 
Exchange rates on London correspondingly fell from their previous high 
points, as would have been expected, although the fall in exchange rates was 
greater than warranted by the difference between the price levels as already 
discussed. Thus, redemption of the pound in gold became more difficult 
following early 1923. At the present time, however, the pound is above its 
high level of 1923. 
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Contraction in the currency, if necessary, brought about by this 
method is automatic, and there is no danger of it being excessive, 
since, if prices fall too rapidly, the monetary value of the paper 
notes becomes greater than that of the discounted gold in which 
they are to be redeemed. The notes that had been withdrawn from 
circulation for investment are then returned to circulation. A 
gold pound payable one year from date, discounted at 5 per cent, 
is worth now $4.63; similarly, one payable six months from date 
is worth now about $4.75. If Great Britain agreed to redeem the 
paper notes six months from date, each note would have an invest- 
ment value of $4.75, assuming an interest rate of 5 per cent, so 
that the rates of exchange could not fall much below this level. If 
exchange rates in New York on London were such that pounds 
could be bought cheaper than this, the investment market in the 
United States would absorb British pounds for the purpose of 
holding them to maturity, and this demand would raise the value 
of the pound in New York. 

The gold in the Bank of England and in the currency notes re- 
demption account together now (January, 1925) amounts to about 
£155,000,000. The net paper circulation outstanding amounts to 
about £390,000,000. The gold reserve is thus equal to about 40 per 
cent of the paper money. For the year 1913 the gold in the 
Bank of England averaged only about £38,000,000, which was, 
however, more than 100 per cent of the average note circulation of 
about £29,000,000. The gold for that year also averaged about 44 
per cent of the notes and deposits of the bank combined. At the 
present time the gold in the bank and in the currency notes account 
amounts to about 32 per cent of the total notes combined with the 
deposits of the bank. The table on next page shows the currency 
and deposit liabilities and the gold reserves since 1913. 

These figures indicate that Great Britain is not in a very weak 
position as regards gold. Nevertheless, certain allowances are 
necessary. A certain amount of the enlarged note circulation at the 
present time is taking the place of gold currency which circulated 
before the war. The currency notes are issued in small denomina- 
tions, while the paper circulation before the war was confined to 
the large denominations. The gold in the Bank of England now 
represents a very large percentage of the total monetary gold in 
Great Britain, since gold is no longer in circulation. During the 
war gold was turned over to the bank by the people so that the gold 
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GREAT BriTaIN—ConpiTION OF CuRRENCY, 1913-1924 


Bank of England and currency notes accounts combined 
(end of year, thousand pounds) 


[Source: Weekly statements of the Bank of England, and the Economist, 


London] 
Percentage 
; Total de- coin and 
Sy age Total notes} posits of | bullion is 
and gold : 

bution outstanding | Bank of of notes 
England and 

deposits 
ONS wees tte oh naeeangens ane 34,983 29 , 608 71,344 34.7 
MOU AR ee Bee oh, Mey oa 87 ,994 74,617 154,988 38.3 
ORES ire SAE ie ee i ie ea 79,976 138 ,434 161,650 26.7 
TOLO Nae ee vere ee ee 82,805 189 , 820 178 , 843 22.5 
TOE DAS ashe ght ees Ae 86, 837 258,726 166,171 20.4 
MOMS apr poetsrtet A. ewes 107,611 393,951 172,680 19.0 
NOD Ware ec leeeeeaeee S 119, 842 445 ,502 199,851 18.6 
NODOL Me. ees ede: ate ies 156,768 481,027 189,859 23.4 
DD ech wtcht ruber geen cat soeie'= 156,934 432,654 122,589 Ne) 
[DL adie ee Bi tae A ee 154,443 405 ,065 11335227) 28.7 
LOZ SRE A thd mee eh ts otas tae 155,019 404,763 132 ,462 28.9 
ODAC ta ae Se ory Riri 3 155 ;590 396,361 174,291 Dil. 


reserve was increased greatly, as the above table shows. Large 
amounts of gold were exported to the United States and to other 
foreign countries to help finance the war. However, importations 
of new gold have taken place, and Great Britain probably has about 
the same amount of gold now as in 1913. The Cunliffe committce 
estimated in its report in 1918 that on June 30, 1914, Great 
Britain had about £161,000,000 in gold (£38,000,000 in the Bank 
of England and £123,000,000 in circulation and in other banks). 
There are now about £156,000,000 in the Bank of England and in 
the currency-notes account. 

Although Great Britain probably has a sufficient amount of gold 
to return to the gold standard, it would be the part of prudence to 
acquire a little more gold when redemption is undertaken or to 
have arrangements whereby gold can be quickly obtained from the 
United States if more should be needed. The present reserve 
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against notes of about 40 per cent should be regarded as a minimum 
rather than as a regular working amount. Great Britain can 
acquire the necessary gold by outright purchase in the United 
States or by buying up new gold which comes to London. Pur- 
chasing gold in the United States would be beneficial both to Great 
Britain and to the United States, which has more gold than it 
needs. The mechanics of redemption involve no great difficulties, 
and with the pound at its high level Great Britain has it easily 
_within-its power to return to the gold standard in the near-future. 
Once upon the gold standard, exchange rates, prices, and the other 
factors would function as formerly. 

The condition of the Government’s finances is satisfactory and 
provides a good background for a return to the gold standard. 
Since the close of the war Great Britain has made a good showing 
in putting her finances upon a healthy basis. The preceding table 


'. shows the receipts and expenditures of Great Britain since 1910. 


It will be noticed that since 1918 expenditures have been consid- 
erably reduced, and that since 1920 revenues have been greater 
than expenditures. The gross debt of Great Britain reached its 
highest point in 1920. Since that time the debt has been reduced. 
In 1922 and 1923 the face value of the debt appears to have in- 
creased somewhat, but this increase was due chiefly to the conver- 
sion of short-term obligations into a larger amount of long-term 
obligations. Also, the arrears of interest due the United States 
have been capitalized and added to the debt, so that although the 
total debt appears larger, the position of the Government is actu- 
ally stronger. For the fiscal year ending March 31, 1924, the total 
debt shows a decline. The debt to the United States was funded 
in 1923 and amounts to about $4,500,000,000. The position of 
Great Britain’s finances is such that inflation as a result of Govern- 
ment financing has not been taking place for several years, as it has 
"in other countries. The table on next page shows the indebtedness 
of Great Britain since 1910. 

The question of a return to the gold standard in Great Britain 
involves the question of the status of the present currency notes. 
If a reduction in the present amount of currency notes is desirable, 
some of the notes could be funded at the option of the holder into 
interest-bearing securities as they were presented for redemption. 
The other currency notes might be retained in some form, with an 
ample gold reserve behind them, since to retire all the currency 
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Great BritaIn—NationaL Dest, 1910-1924 
[March 31 of Each Year, 000 Omitted; Source: Official Reports] 


Funded aes Unfunded bare Total in- 

or annuities coe liabilities debtedncss 
NO LOP es cretcrtece £614,869 | £35,877 £62,500 | £49,218 | £762,464 
ON lh ara en, 610,315 34,417 40,500 | 47,840 733,073 
LOUD: AES eee e 602 , 200 33 ,044 39 , 500 50 ,062 724,806 
(ODS eee 593 ,454 S1R520 36,500 54,815 716,288 
LON Ae eave utc 586 71st) 20,052 35,000 56,384 707 ,654 
TODS cpoiecckancton ete 583 , 290 28,041 497 , 486 56,985 1,165,802 
LOWG) eccrcca ic weer 318 ,460 26,159 | 1,796,129 56,691 2,197,439 
MOOT AE RS ae ae 317,787 24,045 | 3,669,614 52,199 4,063 ,645 
OVS! Stern fees - 317,730 21,903-| 5,532,217 29 , 245 5,921,096 
NON OF goed « aes 317,629 20,645 | 7,096,675 46,101 7,481,050 . 
ODO Ree ea ret tusk. 314,952 19,314 | 7,497,478 46,863 7,878,607 
OD Se vaisha pews 314, 837 17,698 | 7,252,874) 48,739 7,634,148 
NOD DOGS cr csetdestr 1580, 607 16,191 | 7,079,497 66,231 7,742,526 
LOQSI SAA. oc hee 1997 , 840 13,681 | 6,760,876 70,329 7,842,726 
O24 Mie Hee 1980, 258 13,451 | 6,686,914 66,491 7,747,114 - 


1 Including 344 per cent conversion loan. 


notes would contract unduly the circulation, and is not to be con- 
sidered. 

The Bank of England could take over the currency notes account 
and replace the currency notes by its own notes, exchanging its own 
notes for currency notes and turning over to the Government the 
currency notes in return for Government securities. If this were 
done the Bank of England notes should be issued in small denomi- 
nations. The Bank of England notes now represent gold to the ex- 
tent of 100 per cent as before the war, with the exception of the 


fixed fiduciary issue of a little less than £20,000,000 secured by 


Government debt. If the bank were to take over the currency 
notes, the fiduciary issue of the bank might be increased. If the 
existing amount of currency notes and bank notes are added to- 
gether, the actual fiduciary issue (i.e., without gold cover) is about 
£240,000,000, or, looking upon it another way, the total notes now 
have a gold reserve of about 40 per cent. The present actual 
fiduciary issue would be large for ordinary times, and if the bank 
were to take over the currency notes the bank should be required 
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to cover part of them with gold. The mechanics of this might be 
that the Government, which is liable for the currency notes, re- 
deem part of them to the bank in gold and the remainder in Gov- 
ernment securities (which already stand on the asset side of the: 
currency notes account). _The bank would thus have an asset 
against the new liability taken over. Individuals presenting cur- 
rency notes in exchange for bank notes might be given the option 
of receiving either bank notes or interest-bearing Government 
securities. . 
The rigidity of the old currency system needs to be altered, so 
that the law does not have to be broken when an emergency arises, 


followed by indemnification from Parliament to the bank, as has: 


been the custom in the past. The so-called “currency principle” 
embodied in the act of 1844, when applied rigidly, does not provide 
sufficient flexibility to meet seasonal and other needs. The Bank 
of England should be authorized to increase its note issue tempo- 
rarily beyond the legal limit, subject to certain conditions, such 
as having the increased issue bear a progressive rate of taxation so 
that it would promptly be retired. The currency and bank notes 
act of 1914 authorized the bank to increase its note issue beyond 
the legal limit, and some such arrangement should be continued. 
The continuation of this provision contained in the act of 1914 was 
urged by the Cunliffe committee in its interim report in 1918. 

The introduction of the decimal system into British currency is 
a step which is long overdue. The present system of 12 pence to 
the shilling and 20 shillings to the pound is very cumbersome, 
especially in the keeping of accounts. For many decades Great 
Britain had been practically the only country whose currency has 
not been upon the decimal basis. Although various attempts 
toward currency revision have been made, popular opposition and 
other difficulties have hitherto proved insurmountable. 

Greater uniformity among the currency units of the various 
countries is desirable, and while the value of the pound is fluctu- 
ating is an appropriate time to fix it%at a point in harmony with 
other units. Before the war the monetary unions, such as the 
Latin Monetary Union and the Scandinavian Monetary Union, 
gave several countries identical currency units. The selection of a 
unit to which the various countries could adjust their currencies, 
involves questions of sentiment and tradition, which often prove 
difficult. On several scores the dollar is a logical unit for coun- 
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tries to adopt, since it is a unit to which several countries have 
already conformed, and is familiar throughout the world; it also 
is the leading gold unit of currencies on the decimal system. If 
Great Britain took the lead in currency unification other countries 
would doubtless follow. The pound has been criticized as being a 
unit too large and is very much larger than units of other coun- 
tries. If while it is being raised it were raised from $4.86 to $5 
and then divided into ten parts (each worth about two shillings), 
‘this smaller unit would be useful for general purposes and would 
gradually come to be the unit of account. 
_ Exchange rates show the gold value of the note circulation and 
the purchasing power parities of the pound with the dollar. It 
will be noticed that the present total gold value of the note circu- 
lation is much greater than that before the war. This is because 
the paper circulation at the present time represents practically the 
entire circulating medium of the country while before the war 
this was far from the case. The gold value of the circulation did - 
not fluctuate greatly before the war, and has not fluctuated very 
greatly during the last five years. This is as would be expected 
since the greater the amount of currency outstanding, the lower 
the value attaching to each currency unit. The slight tendency 
of both upward is probably due to general growth and expan- 
sion, which increases the demand for currency and thus tends 
to raise the value of the unit. This upward tendency indi- 
cates that Great Britain could doubtless grow up to the outstanding 
circulation, without any contraction. 

Alternatives for the gold standard, such as a managed fiduciary 
standard, have been discussed in Great Britain, and although these 
standards have merits, none has yet reached the stage where as a 
practical matter it isan improvement over the gold standard. There 
seems to be little doubt but that Great Britain will return to the 
gold standard, and this fairly soon and at the pre-war gold value 
of the pound. Regulations requiring a license for the exportation 
of gold expire at the end of 1925, so that unless this date is 
anticipated (or the provisions extended, which appears improb- 
able) Great Britain will automatically return to the gold standard 
at this time.* 


The importance to Great Britain of returning to the gold stand- 


a Great Britain did return to the gold standard for international trade in 
April, 1925. 
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ard is great, and the country can not afford to delay longer. Wait- 
ing for the problem to solve itself has not yielded results, and it 
is time to take definite measures in the direction of a resumption 
of specie payments. Great Britain should put herself in the posi- 
tion again where she can be looked upon as having a free gold 
market without any limitations. Other countries in much more 
difficult positions than Great Britain, countries which have gone to 
the extremes in paper money inflation and have witnessed the value 
of their currency all but disappear, have returned or are now re- 
turning to a gold basis. Their example has been a stimulus to © 
_ Great Britain which does not desire to lag behind, so that increas- 
ing sentiment in Great Britain favors an early return to gold. 


QUESTIONS AND EXERCISES 


1. What was the gold policy of the Bank of England before the World 
War? ) 

. What were the changes which affected the gold standard during this war? 

How was it proposed to restore the gold standard? 

. What changes in the Act of 1844 were recommended ? 

. What are the permanent changes in the British banking policy caused 
by the World War? 


with branches. 


CHAPTER XVIII 


THE CANADIAN BANKING SYSTEM 


Tue banking system of every country is more or less 
influenced in its development by conditions peculiar to 
the country. The bankers of some few countries seem 
to have profited from the experiences of the bankers of 
other countries. The bankers of Canada have done so to 
an unusual extent. The Canadian banking system is 
copied in parts after some of the older systems in. the 
United States, notably the Suffolk banking system. Also, 
the Canadian system shows more evidence of being the 
work of men who are expert in financial matters than did 
the system of the United States prior to 1913. Canadian 
financiers have not overstepped the principles of good 
banking in order to satisfy special interests. The out- 
standing characteristics of the Canadian system are (1) 


the development of branch banking; (2) the manner in’ 


which the issue of bank notes is handled; and (3) the 
extent to which the bankers exercise control over indus- 


trial establishments, once loans have been granted them. 
—|[Ed. Note.] 


A—ESSENTIALS OF THE CANADIAN BANKING 


SYSTEM * 


A chartered bank in Canada is a bank of branches, not a bank 
The parent bank, technically known as the 
“head office,” neither takes deposits nor lends money. All the 
banking business is done by the branches, each enjoying con- 
siderable independence, but all subject to the supervision and 
control of the head office. The law places no restrictions upon 
the number or location of branches. 
have branches in foreign countries as well as in Canada. 


* Joseph French Johnson, in Report of the United States National Mone- 
tary Commission, 
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Canadian banks, therefore, 
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Process of Incorporation. The provisions of the bank act 
with respect to the organization of new banks are intended to 
guard against the entry of unfit or inexperienced persons into 
the banking business. The minimum required capital of a bank 
is $500,000, of which all must be subscribed and one-half paid 
in before a new bank can open. At least five men of integrity 
and good financial standing must agree to act as provisional direc- 
tors and secure a favorable report on their project from the 
parliamentary committee on banking and commerce. These men 
must agree to subscribe for fairly large blocks of stock, other- 
wise the committee will be inclined to reject their application. 
They must convince the committee that their project is a well- 
considered one, that there is need for the new bank, that it is 
a bona fide enterprise, that they have in mind a competent man 
for general manager, that they really intend and expect to do a 
legitimate banking business. If they satisfy the parliamentary 
committee it will be granted. The bank, however, can not yet 
begin business. Provisional directors now have merely the right 
to advertise and cause stock books to be opened. If inside of 
one year capital stock to the amount of $500,000 has been sub- 
scribed and $250,000 thereof paid in, the provisional directors 
may call a meeting of the shareholders, at which a board of 
regular directors shall be chosen. Before this meeting is held 
at least $250,000 in cash must be paid over to the minister of 
finance. The regular directors must then apply to a body known 
as the treasury board* for a certificate permitting the bank to 
issue notes and begin business and the treasury board may refuse 
this certificate unless it is entirely satisfied that all the require- 
ments of the law have been met. Delay on the part of the 
treasury board might prove fatal to the new enterprise, for if 
a new bank does not obtain a certificate within one year from 
the date of its incorporation, all the rights, powers, and privileges 
conferred by the act of incorporation cease. 

These requirements make it impossible to organize a new bank 
in Canada with any degree of secrecy. When application is 
made for a new charter the fact is known to every banker in 


* The treasury board consists of the minister of finance and five minis- 
ters nominated from time to time by the governor in council. The minister 
of finance is chairman of the board and the deputy minister of finance 
ex officio the secretary. 
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the Dominion. The secretary of the Canadian Bankers’ Asso- 
ciation, although not required to do so by law, would undoubtedly 
get together at once all possible information with regard to the 
proposed incorporators and the board of provisional directors. 

Having obtained its charter, a new bank must open its head 
office in the place designated, and may then proceed to establish 
branches or agencies, upon the number and location of which 
the law places no restriction. Under its charter it has authority 
to do a general banking business; it may discount commercial 
paper, lend money on collateral security, accept deposits payable 
on demand or after notice, and issue circulating notes up to the 
amount of its unimpaired paid-up capital in denominations of 
five dollars and multiples thereof. An amendment of the Bank 
Act passed July 20, 1908, gives the bank the right to issue what 
may be called an emergency circulation during the crop-moving 
season (October 1 to January 31). During this period the legal 
maximum of the circulation of a bank is its paid-up capital plus 
15 per cent of its combined paid-up capital and surplus or rest 
fund. This emergency circulation, which consists of notes in 
form and in other respects exactly like the regular issues, is sub- 
ject to a tax at a rate not to exceed 5 per cent per annum, the 
rate being fixed by the governor in council. If a bank’s circula- 
tion does not exceed its paid-up capital, it pays no tax. 

Security and Redemption of Notes. The law is silent on 
several subjects that seem of great importance to most bankers 
~in the United States. For instance, it does not require that the 
banks shall deposit with a government official, or in any way 
set aside any kind of security for the protection of the note- 
holder. It does not even require that the banks shall carry a 
cash reserve against either notes or deposits, nor does the law 
make the notes a legal tender for any payment. A bank need | 
not accept the notes of other banks. The Government does not 
guarantee the redemption of the notes. Neither does it bind 
itself to receive them in payment of dues to itself. 

Nevertheless, the notes of the Canadian banks are everywhere 
acceptable at par, the people apparently not being at all concerned 
about their “goodness.” And their confidence in the note has 
been well justified, for nobody since 1890 has lost a dollar through 
the failure of a bank to redeem its notes. Following .are the 
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legal requirements, which for twenty years have proved adequate 
protection for the noteholder : 

1. Every bank must redeem its notes at its head office and 
in such commercial centers as are designated by the treasury 
board. The redemption cities are the same for all the banks. 
They are Toronto, Montreal, Halifax, Winnipeg, Victoria, St. 
John, and Charlottetown. 

2. Each bank must keep on deposit with the minister of finance 
a sum of lawful money (gold or Dominion notes) equal to 5 
per cent of its average circulation; the total so deposited is 
called the “circulation redemption fund.” It is a guaranty or 
insurance fund for use, if need be, in the redemption of the notes 
of failed banks. 

3. Bank notes possess first lien upon the assets of a bank. 

4. Bank stockholders are liable to an assessment equal to the 
par value of their stock. 

5. A bank must make to the minister of finance on or before 
the fifteenth of each month a detailed statement of its assets and 
liabilities on the last business day of the preceding month. This 
monthly return, the form for which is set forth in the act, must 
be signed by three general officers. 

6. The Canadian Bankers’ Association, an incorporated body 
of which each bank is a member, is given supervision by the 
bank act of the issue and cancellation of notes and of the affairs 
of a failed bank. 

7. The notes of a failed bank drew interest at 5 per cent from 
the date fixed for their redemption by the minister of finance, 
who may redeem them out of the assets of the bank or out of 
the “circulation redemption fund.” 

Importance of Redemption. Each of these provisions of the 
law has its value and significance, but only the first is absolutely 
essential to the successful operation of the system. All the other 
provisions might be changed or abolished without impairment 
of the efficiency of the banking system. But the abolishment of 
this redemption system would at once give Canada a new bank- 
ing system. The bank note is almost the sole circulating medium 
in Canada, and the people have confidence in it because it is 
tested every day at the clearing houses and proves itself as 
good as gold. This daily test would probably not take place 
with the same regularity as now if the banks did not have 
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branches or if they were obliged to deposit security against their 
issues. Canadian banks are national, not local institutions. All 
but a few of them have branches in every part of the Dominion, 
and these branches, as fast as they receive the notes of other 
banks, either send them in to the nearest redemption center or 
convert them into lawful money—or its equivalent, a bill of ex- 
change—through branches of the issuing banks located in the 
same towns. . . .Each bank is seeking, through its branches, to 
satisfy all the legitimate needs of the people for a circulating 
medium. When the note of a bank is in circulation it is earning 
money for the bank, but when it is in the vault or on the counter of 
the bank it is an idle and useless piece of paper. Hence every 
bank always pays out its own notes through its branches and 
sends the notes of other banks in for redemption, thus increas- 
ing its own circulation and strengthening its own reserve. 

Furthermore, if the banks were not allowed complete freedom 
of issue within the prescribed limit, but were required to deposit 
some form of security, as is required of the national banks in 
the United States, an investment or speculative risk would arise 
that would inevitably cause friction. If bonds were designated 
as security, bankers might often be tempted by high prices to 
sell their bonds and forego the profit on circulation for the sake 
of making a larger profit by the sale of the security. Thus the 
volume of bank notes might contract even at a time when the 
people needed more currency. In such case, of course, Canada 
would be obliged to import gold in order to fill the gap in the 
circulating medium. ; 

The Circulation Redemption Fund. The 5-per-cent insur- 
ance fund for the redemption of the notes of failed banks is 
theoretically an important and prominent part of the system, yet 
practically it would seem to be of little consequence, for not 
once since 1890 has it been necessary to use a dollar of the fund. 
Banks have failed, to be sure, but the notes of these banks have 
always been redeemed either out of the assets or by recourse to 
the double liability of the shareholders. It is a mistake to sup- 
pose that the people of Canada have confidence in bank notes 
because of the existence of this redemption fund. The average 
business man knows nothing about the fund and if his attention 
were called to it as being a source of security for the bank notes 
he would probably think a 5-per-cent reserve altogether too 
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small. The real reason why the people have faith in bank notes 
is because the notes are always honored by the banks and never 
fail to stand the test of the clearing house. In other words, 
they believe that bank notes are good for about the same reason 
that they believe the sun will rise in the east every twenty- 
four hours and do not bother themselves about reasons. 

Nevertheless this redemption fund does contribute to the 
strength of the banking system. It makes each bank to a certain 
extent liable for the mistakes of other banks, and as a result 
gives rise to a spirit of mutual watchfulness and helpfulness. 
Other features of the system contribute to the same result, es- 
pecially the fact that a Canadian bank accepts from a depositor 
without endorsement the notes of other banks. Since the banks 
have branches in agricultural and mining communities, often 
distant from the railroad by several days’ journey, and these 
branches are accepting the notes of other banks and giving credit 
for them as if they were gold itself, it is evidently important 
that each banker should have all possible information with re- 
_ gard to the status and business of his competitors. As a result 
one finds among the bankers of Canada a surprisingly intimate 
knowledge of each other’s affairs. 


The Canadian Government has nothing to do with the daily 
redemption of bank notes and does not guarantee that they shall 
be redeemed. It is custodian of the 5-per-cent redemption fu:id 
and is under obligation to redeem the notes of failed banks out 
of this fund, but if a series of bank failures should exhaust it 
the noteholder has no guaranty that government funds will be 
used for his relief.* 

The possession by the noteholder of a first lien upon the assets 
of a bank, including the funds that may be collected from share- 
holders on account of their double liability, gives rise to such 
general confidence in the ultimate convertibility of a bank note 
that ‘the notes of a failed bank, on account of the interest they 
bear, sometimes command a premium. As a rule, the notes of 


* Bank Act, section 65: (6) Nothing herein contained shall be construed 
to impose any liability upon the government of Canada, or upon the minis- 
ter, beyond the amount available from time to time out of the circulation 
fund. 
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such a bank are collected by the other banks and held until the 
date of redemption has been named by the minister of finance. 

Management of Failed Banks. If a Canadian bank fails to 
‘meet any of its liabilities as they accrue, it forfeits at once its 
right of independent management and is taken charge of by a 
“curator” appointed by the Canadian Bankers’ Association. 
His powers and duties are defined thus in the law: 


The curator shall assume supervision of the affairs of the bank, and all 
necessary arrangements for the payment of notes of the bank issued for 
circulation then outstanding and in circulation shall be made under his 
supervision; and generally he shall have all powers and shall take all steps 
and do all things necessary or expedient to protect the rights and interests 
of the creditors and shareholders of the bank, and to conserve and insure 
the proper disposition according to law of the assets of the bank, and for the 
purpose aforesaid he shall have full and free access to all books, accounts, 
documents, and papers of the bank; and the curator shall continue to super- 
vise the affairs of the bank until he is removed from office, or until the 
bank resumes business, or until a liquidator is duly appointed to wind up 
the business of the bank. 


If the curator within ninety days is able to restore the solvency 
of the bank so that it is able to resume payments, it may resume 
business; otherwise the bank may be “wound up” and its charter 
revoked. During the first three months of a bank’s suspension 
the stockholders have a chance to raise funds and restore the 
bank to solvency. If they fail, the curator then gives place to 
_an official called a liquidator, who is appointed by the courts. 
Under a curator the stockholders still have hope and opportunity ; 
under the liquidator the creditors of the bank are in the saddle. 

The liquidator must first of all attend to the notes in circula- 
tion, their lien upon the assets being prior to all others. Inas- 
much as the notes bear interest at 5 per cent from the date of 
suspension, the other banks are perfectly willing to hold them 
in their vaults until such a date as the liquidator names for their 
final redemption, all feeling certain that the notes will sooner or 
later be paid, for if the assets of the failed bank should prove 
inadequate, the mutual guaranty fund in the possession of the 
Government will be drawn upon. 

Next to the notes the deposits of the Dominion Government 
have a prior lien, and then the deposits of provincial govern- 
ments. If the assets of the bank are not sufficient to satisfy 
all the claims, the stockholders are liable to an assessment equal 
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in amount to the amount of capital stock to which they sub- 
scribed plus any portion thereof which has not been paid up.* 
Thus if a stockholder has subscribed for 50 shares of stock, 
par value $100, and has paid in only $2,500, he is liable to an 
assessment of $7,500, of which $2,500 is on account of the unpaid 
subscription and $5,000 is on account of the double liability.+ 
Monthly Returns to the Government. The law provides for 


-no publicity with regard to bank affairs beyond the returns to 


the minister of finance. The items called for in the monthly 
report are shown in the statements of assets and liabilities. The ‘ 
Minister of Finance may call for supplementary information or 
“special returns from any bank whenever in his judgment they are . 
necessary to afford a full and complete knowledge of its condition.” 
The law, however, gives him no right of examination, and the 
Government maintains no inspecting force. 

In addition to the monthly returns, each must make report 
once a year as to its dividends, drafts, and bills of exchange 
that have remained unpaid for five years, and the names and 
residences of its shareholders. This information, as well as 
the monthly returns, is given to Parliament and the public. 


B.—LOANS AND DISCOUNTS: 


The assets of Canadian banks are usually good for two rea- 
sons: First, because the law provides effective safeguards; 
second, because banking practice in Canada makes it very dif- 
ficult to negotiate commercial paper of inferior quality. 

The Bank Act gives almost a blanket privilege to a bank.§ It 


* Section 89 of the bank act: “In the event of the property and assets of 
the bank being insufficient to pay its debts and liabilities, each shareholder 
of the bank shall be liable for the deficiency to an amount equal to the par 
value of the shares held by him in addition to any amount not paid up on 
such shares.” 

+As a matter of fact in the case of most Canadian banks the paid-up 
capital stock is equal to the capital subscribed. For instance, the returns 
to the Government for February, 1909, give the following totals: Capital 
subscribed, $98,294,381; capital paid up, $96,160,555. 

£ Op. cit. "§ 

§ The bank may open branches, agencies, and offices and may engage in 
and carry on business as a dealer in gold and silver coin and bullion, and 
it may deal in, discount, and lend money and make advances upon the 
security of, and may take as collateral security for any loan made by it, 
bills of exchange, promissory notes, and other negotiable securities, or the 
stock, bonds, debentures, and obligations of municipal and other corpora- 
tions, whether secured by mortgage or otherwise, or Dominion, provincial, 
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may engage in all transactions appertaining “to the business of 
banking.” But the sections of the Act which contribute most 
to the quality of its assets are Sections 88 and 89. These make 
it possible for a Canadian banker to become, as it were, a silent 
partner in an industry and at the same time to possess a first 
lien on all its liquid assets. A bank may loan money to whole- 
sale dealers and shippers of produce of all kinds and possess 
a lien, not only upon the goods originally accepted as secured, 
but upon the goods which in the course of business are sub- 
stituted therefor. These sections apply also to manufacturers, 
so that a bank may lend to a manufacturer upon the security of 
" his raw material and retain its lien upon the property through 
all the processes of manufacturing, having the same rights and 
powers with respect to the goods that it would possess if it had 
acquired the same by virtue of a warehouse receipt. On ac- 
count of their importance Sections 88 and 89 are printed below: 


_ Sec. 88. The bank may lend money to any wholesale purchaser or shipper 
of or dealer in products of agriculture, the forest, quarry, and mine, or the 
sea, lakes and rivers, or to any wholesale purchaser or shipper of or dealer 
in live stock or dead stock and the products thereof, upon the security of 
such products, or of such live stock or dead stock and the products thereof. 

2. The bank may allow the goods, wares, and merchandise covered by 
such security to be removed and other goods, wares, and merchandise, such 
as mentioned in the last preceding subsection, to be substituted therefor, 
if the goods, wares, and merchandise so substituted are of substantially, 
the same character, and of substantially the same value as, or of less value 
than, those for which they have been so substituted; and the goods, wares, 
and merchandise so substituted shall be covered by such security as if 
originally covered thereby. 

3. The bank may lend money to any person engaged in business as a 
wholesale manufacturer of any goods, wares, and merchandise, upon the 
security of the goods, wares, and merchandise manufactured by him, or 
procured for such manufacture. 

4. Any such security, as mentioned in the foregoing provisions of this 
section, may be given by the owner of said goods, wares, and merchandise, 
stock, or products. 

5. The security may be taken in the form set forth in Schedule C to this 
act, or to the like effect. : 

6. The bank shall, by virtue of such security, acquire the same rights 
and powers in respect to the goods, wares, and merchandise, stock, or prod- 
ucts covered thereby, as if it had acquired the same by virtue of a ware- 
house receipt. (53 V., c. 31, s. 74, 63-64 IV sGueZO ye Sat7.) 


British, foreign, and other public securities, and it may engage in and carry 
on such business generally as appertains to the business of banking. 
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89. If goods, wares, and merchandise are manufactured or produced 
from the goods, wares, and merchandise, or any of them, included in or 
covered by any warehouse receipt, or included in or covered by any 
security given under the last preceding section, while so covered, the bank 
holding such warehouse receipt or security shall hold or continue to hold 
such goods, wares, and merchandise during the process and after the 
completion of such manufacture or production, with the same right and 
title, and for the same purposes and upon the same conditions, as it held 
gr could have held the original goods, wares, and merchandise. 

2. All advances made on the security of any bill of lading or warehouse 
receipt, or of any security given under the last preceding section, shall 
give to the bank making the advances a claim for the repayment of the 
advances on the goods, wares, and merchandise therein mentioned, or into 
which they have been converted, prior to and by preference over the claim 
of any unpaid vendor, provided that such preference shall not be given 
over the claim of any unpaid vendor who had a lien upon the goods, wares, 
and merchandise at the time of the acquisition by the bank of such ware- 
house receipt, bill of lading, or security, unless the same was acquired 
without knowledge on the part of the bank of such lien. 


How the Law Protects the Banks. The law puts the banks 
in a position to be of great service to the business interests of 
Canada and at the same time protects their advances. If a bank 
lends money to a wholesaler or to a manufacturer it practically 


-becomes owner of all the goods in his establishment. Yet the 


borrower is in no wise embarrassed, for he has the same right 
to buy and sell that he would have if he were under no obliga- 
tion to the bank. If at any time, however, he adopts a policy 
of which the bank disapproves, or if the.course of his business 
indicates that something is wrong, his bank may take immediate 
possession of his stock of goods. On account of the importance 
of this class of advances the law sets forth in detail the form 
of note or contract which the borrower must sign, as follows: 


SCHEDULE C. 


' In consideration of an advance of ..... “el Sa I dollars made 
hii tiche: S60 ee ERALS. eb. See ate Bank of ‘A. B., for which the said bank 
holds the following bills or notes (describe the bills or notes, if any) [or, 
in consideration of the discounting of the following bills or notes by the 
BE re eee bank for A. B. (describe the bills or notes) ], the 
goods, wares, and merchandise mentioned below are hereby assigned to the 
said bank as security for the payment on or before the ........ day of 
of the said advance, together with interest thereon at 


re ee 


the erate of .\..20 per centum per annum from the ........ day of 
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ea Ac ene (or, of the said bills or notes, or renewals thereof, or 
substitutions therefor, and interest thereon, or as the case may be). 

This security is given under the provisions of section eighty-eight of the 
bank act, and is subject to the provisions of the said act. 

The said goods, wares, and merchandise are now owned DY? o: cects, sensi ee se 
and are now in the possession of .......-++++++--+- , and are free from 
any mortgage, lien, or charge thereon (or as the case may be), and are the 
following (description of goods assigned). 

Dated, etc. 

(N. B.—The bills or notes and the goods, etc., may be set out in schedules 
annexed. ) 


A bank’s lien upon property accepted as security for a loan, 
or covered by a bailee or warehouse receipt or a bill of lading, 
is superior to that of any vendor unless the vendor’s claim was 
known to the bank when it accepted the goods or documents as 
security. If a debt is not paid when due the goods put up as 
security may be sold by the bank at public auction within ten 
or thirty days after notice has been sent by mail to the pledger. 
The bank, however, can not acquire this hold on the property 
of a borrower unless the security is given at the time the loan 
is negotiated. A bill of lading or warehouse receipt acquired 
by a bank as supplementary security for a loan gives it no special 
rights or powers. 

Banks Silent Partners in Industry. These provisions of the 
law contribute greatly to the strength of the assets of Canadian 
banks. A large part of their so-called commercial paper is se- 
cured. practically by title to goods in warehouses, factories, and 
wholesale stores. Such security is more salable than stocks 
and bonds, and paper having such security back of it is there- 
fore better banking paper than notes secured by stock-market 
collateral. So far as would seem possible the Canadian bank 
act makes merchandise of all kinds a sort of collateral security 
for bank advances. It assumes that if a bank advances capital 
for the conduct of a business’it should have a claim upon all the 
assets of the business and upon all goods as they come and go 
in the course of trade. No matter how a merchant’s stock may 
change in character, it all belongs to his bank in case he fails 
to take up his paper or meet his engagements. In the same way 
a manufacturer’s stock of goods, the raw material and the finished 
products, no matter how they change from day to day and month 
to month, will become the property of his bank if he fails to 


~~ = 
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pay his note. The law practically makes every bank a silent 
partner in many wholesale and manufacturing businesses and 
gives it many rights which no ordinary silent partner can ac- 
quire. It has the effect naturally of making bankers keep a 
close eye upon business conditions as well as upon the affairs 
of their individual borrowers. Canadian bankers are interested 
in the lumber market, in the prices of metals, in changes in the 
tariff, and in the acquisition of foreign markets for Canadian 
manufacturers and products, even as the Wall street banker is 
interested in the prices of stocks and bonds. He is in a sense 
the owner of merchandise of all kinds, and both trade and 
financial news have equal significance to him. 

The law contains a number of other important provisions. 
A bank, for example, must not make a loan secured by the pledge 
of shares of its own capital stock. If it makes loans to any 
directors or officers of the bank, the amount of such loan must 
be reported each month to the government. No general manager 
or other employee of the bank can vote at a meeting of the stock- 
holders. The bank must not pay dividends in excess of 8 per 
cent unless it has a rest or surplus equal to 30 per cent of its 
paid-up capital. It shall not hypothecate its notes. It shall not 
buy and sell goods, nor shall it make advances upon real prop- 
erty as security. It may acquire title to real estate and other 
immovable property, but can not hold such property for a period 


_ exceeding seven years, except that which is needed for its own 


business. < 

A Customer’s Line of Credit. These legal safeguards are not 
the most important sources of strength to the assets of a Canadian 
bank. No matter how carefully a law may be framed, it can not 
prevent bad banking if the system under which the law is applied 
is unscientific or if the bankers themselves are not keenly alive 
to all the risks inherent in their business. In Canada the banks 
are managed by men whose long experience in the business has 
taught them to avoid certain banking practices that are in vogue 
in other countries. Realizing how important is the relation be- 
tween a bank and its customer, they believe that this relation 
should be made as intimate and helpful as possible. Among 
Canadian bankers, therefore, it is part of the law and gospel 
of banking that a bank is entitled to full knowledge of the 
financial condition and business operations and prospects of its 


658 MONEY, CREDIT AND BANKING PRINCIPLES 


customers. Hence a bank insists that its customers shall rely 
entirely upon itself, that they shall make a full statement of 
their affairs at least once a year, and that they shall begin each 
year with a clean slate. ; 

As a result of this policy a business man in Canada deals 
exclusively with one bank. Once a year he arranges with his 
bank for a line of credit and learns exactly the amount of paper 
he will be able to discount. If he happens to need less than he 
anticipated, he will not exhaust the credit allowed by the bank 
and will pay interest, of course, only upon such portion of the 
bank’s funds as he actually utilizes. If, on the other hand, his 
business is unexpectedly large, giving opportunity to make bigger 
profits and creating the need for more capital, he will find the 
bank ready to increase his line of credit, provided the manager 
is satisfied that business conditions and prospects warrant ex- 
pansion. Under no circumstances, however, must the customer 
of a bank seek to raise funds elsewhere unless he first gets the 
consent of his bank. If he sells his notes in the open market, 
he must do it with the full knowledge of his bank or run the 
risk of being placed upon the “black list.” 


The “One-Bank” Policy. This “one-bank”’ policy is so thor-— 


oughly a part of the Canadian system that a merchant would 
find it very difficult, having exhausted his credit at one institution, 
to get a favorable hearing at another. The very first question 
put to him would be, “Where have you been keeping an account, 
and why do you wish to make a change?” If his answers were 
not satisfactory, the manager of the second bank would either 
decline outright to help him or get in touch with officers of the 
bank with which he had been doing business. 

The effect of this policy upon the quality of the bank assets 
is undeniable. The bulk of the paper held by Canadian banks 
bears the signatures of men whose business affairs and financial 
status and general credit have long been well known to the man- 
agers. They feel morally certain that the same signatures are 
not in the portfolios of other banks. The manager of a bank 
knows the extent to which each borrower’s credit has been ex- 
tended. He knows not merely what his assets and liabilities were 
when he made application for credit, but has every reason to 


believe that he knows all the obligations he has assumed since 
that date. 


_—a ) 


= me 
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' As one would naturally expect, there is very little commercial 


‘paper floating about in the Canadian money market. The bill 


broker is unknown. Wholesalers and manufacturers, unless 
shipping to foreign countries, do not draw upon their customers. 
If credit is granted, it takes the form of a book account or of a 
promissory note. . 

_ The promissory notes received by a manufacturer or whole- 
saler are deposited with his bank. The book accounts under 
ordinary conditions remain entirely at the disposal of the business, 
but in extraordinary cases, when the situation is not satisfactory, 
or if additional credit at the bank is desired, an assignment of 
the book accounts to the bank may be required. 

During the harvest season heavy drafts are made upon the 
resources of the banks to provide for the movement of the grain 
crops of the West. In its advances of money for this purpose 
the law makes it possible for a bank always to have abundant 
security. Under Section 88 of the bank act the buyer makes as- 
signment to his bank of the grain purchased. When the grain 
is delivered to a railroad, the bill of lading becomes the property 
of the bank. When it reaches Port Arthur, or some other dis- 
tributing point, and is stored in an elevator, the bank receives 
a warehouse receipt in exchange for the bill of lading; and when 
shipment is made to New York, to Montreal, or to Europe, the 
bank receives on surrendering the warehouse receipt the ship- 
per’s draft on the consignee, the bill of lading, and other 
documents. Throughout the entire transaction, from the pur- 
chase from the farmer to the final sale to the eastern consumer, 
the bank practically has title to all agricultural products which 
are being moved by means of its funds. 

Loans to Farmers. The branches of Canadian banks in agri- 
cultural districts quite commonly lend assistance to farmers. 
They do not make a practice of taking mortgages on farm prop- 
erty, but lend outright on the farmer’s credit, depending for their 
security upon his character as a man and ability as a farmer, 
and often as well upon a neighbor’s indorsement. Farmers’ 
paper ranks high among the Canadian bankers and constitutes 
a considerable proportion of the assets of some of the banks, 
The banks, of course, do not undertake to supply the farmer 
with anything more than working capital. They do not help him 
pay for his land and buildings, but they do let him have at least 
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part of the money he needs for tools, wages, seed, stock, etc, 
Despite the fact that these advances are unsecured by mortgage, . 
the banks suffer very little loss on farm paper. 


C.—LIABILITIES * 


The liabilities of Canadian banks, like those of commercial 
banks in Great Britain and the United States, furnish a fairly 
correct index to the expansion of the country’s credit. Since 
the Canadians, like other Anglo-Saxons, make free use of the 
check book in the settlement of both business and private ac- 
counts, any increase of bank loans and discounts is usually 
attended by a corresponding increase in deposits. When a 
Canadian business man discounts his note at his bank he almost 
invariably leaves the proceeds on deposit with the bank. As he 
makes his payments by check his own deposit account declines, 
but the bank accounts of his creditors increase, so that the net 
result of borrowing in Canada is an increase in the total of bank 
deposits. Consequently, in good times, when the banks are freely 
extending credit, the deposits grow, and in periods of dullness 
and liquidation they decline. A growth of deposits, therefore, 
is commonly accepted as an indication of business and industrial 
activity. 

Bank notes constitute the second important liability. The 
amount of these in circulation, as will be shown later in this 
chapter, has little relation to general business conditions or to 
the amount of loans and discounts. 

Three Kinds of Deposits. Deposits by the public are of three 
kinds—deposits payable on demand, deposits payable after notice 
(usually ten to fifteen days), and deposits payable at a fixed date. 
The deposits payable after notice are commonly known as say- 
ings bank deposits, and are accepted in sums of one dollar and 
upward, interest being allowed on minimum monthly balances. 
Many of the banks, if not all, permit a limited use of the check 
book by depositors in their savings departments. The deposits 
payable at a fixed date are technically known as “time deposits” 
and are represented by deposit certificates. In recent years the 
banks have paid 3 per cent per annum on both the “time” and 
the savings-bank deposits. . . . 


* Op. cit. 
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In Canada the funds of savings-bank depositors, who are 
usually people having no immediate use for their money, con- 
tribute directly toward the furtherance of trade and industry, 
whereas in the United States, where such depositors put their 
money into savings banks, it is quite commonly loaned out upon 
the security of real estate and corporation mortgages. The time 
deposits in Canada are almost double the demand deposits. For 
instance, in October, 1909, the time deposits amounted to $481,- 
000,000 while the demand deposits equaled only $251,000,000. 
It must not be inferred, however, that the whole of this $481,- 
000,000 would have found its way into savings banks had Canada 
a banking system like that of the United States. This sum 
really represents funds which in the United States would be 
distributed among the commercial banks, the trust companies, 
and the savings banks. A considerable proportion of Canadian 
time deposits consists of money belonging to business men, and 
is quite as likely to be used in the furtherance of business enter- 
prise as are any of the funds which stand to the credit of demand 
depositors. If a business man in Canada has temporarily a . 
large balance in his bank and realizes that he will not need the 
money for several months, he will either arrange for its entry 
as a time or savings-bank account, or for the payment of interest 
on his balance as a current account. Of course, the bankers do 
not encourage this practice, nor can it be indulged in by a de- 
positor who is also a borrower. Depositors of the class who are 
paid a small rate of interest—usually 2 per cent—by national 
and state banks in the United States, usually have savings-de- 
partment accounts in Canada and get 3 per cent. 

Savings Deposits Always Paid on Demand. On account of 
the fact that the time or savings-bank deposits contain such a 
large proportion of money likely to be needed in business at any 
time, the banks regard both classes of deposit as being essentially 
the same form of liability. Practically all the deposit liabilities 
of a Canadian bank are payable on demand, although payment 
on two-thirds of them at the present time cannot legally be de- 
manded until after notice. Custom has made it imperative that 
a Canadian bank shall pay any and all of its depositors on demand. 
For any bank to refuse to let a depositor have his money when 
he calls for it would be regarded by the public as an acknowledg- 
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ment of weakness. Certainly no Canadian bank would take the 


risk of making the experiment. 


Canadian bankers feel that 3 per cent is too high a rate of. 


interest to pay depositors. This rate is a matter of tacit agree- 
ment among the banks and no single bank can afford to lower 
it, for such action would cause it a loss of business. On the 
other hand, if any bank, hoping to increase its deposits, should 
offer to pay 314 per cent or 4 per cent, its conduct would be 
looked upon with grave disapproval by its competitors. Some 
of the new banks in recent years have obtained business in this 
manner and have been severely criticized by the managers of the 
older institutions. 


No Bankers’ Bank. The indebtedness of banks to banks is not 
large in Canada. The branch system makes it unnecessary for 
banks to carry balances in other institutions located in the financial 
centers. Nearly every bank has a branch in either Montreal or 
Toronto and in these branches carries the major proportion of its 
cash reserve, so that branches in the far west or in the maritime 
' provinces are always able to sell exchange on Montreal or Toronto. 
Canada has no bankers’ bank. The Bank of Montreal, which is 
the largest bank in the Dominion, its assets being equal to about 
25 per cent of the total, is often spoken of as the Government 
bank because it is the largest Government depository, yet it holds 
a very small amount of funds belonging to other banks. 


Issue and Redemption of Notes.- While the amount of notes 
that the chartered banks may issue is limited by the bank act to 
the amount of their paid-up capital,* experience has proved that 
this legal limitation is only nominal and that the real and effective 
limit is imposed unconsciously and automatically by their customers 
and themselves. Each constantly seeks to increase its issue of 
notes to the legal limit, yet the combined efforts of all are never 
able to force into circulation more notes than the people need. 

The reason why an excessive issue of bank notes in Canada 
is impossible is found in the two following facts: 

* The only exception is the Bank of British North America. It operates 
under an old charter from Great Britain and its head office is in London. 
The stockholders are not subject to a double liability, and the bank can issue 


notes only to the extent of 75 per cent of its paid-up capital. It may exceed 
this limit by depositing gold or government bonds, and frequently does so. 


by 
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1. Every bank must redeem its notes on demand in seven com- 
mercial centers in different parts of the Dominion. 

2. The monetary circulation of Canada, exclusive of one dollar 
and two dollar bills, consists entirely of bank notes. 

The redemption system is an automatic and effectual check 
against inflation. It is easier to get notes redeemed in Canada 
than it is to secure the payment of checks in the United States, 
for the notes are redeemable at different points throughout the 
Dominion and no exchange is ever charged. If a country mer- 
chant accumulates more currency than he desires to keep on hand, 
he deposits it, together with his checks and drafts, in the local 
branch of his bank. This branch immediately sorts out the notes 
of other banks and treats them as it does checks and drafts upon 
other banks, either sending them to the nearest redemption agency 
or using them as an offset in the local clearing-house if the issuing 
banks have branches in the locality. The branches of a bank are 
not obliged to redeem the notes of the parent bank, but must 
accept them at par in the payment of all dues. Thus each bank 
is doing its utmost to bring about the redemption of the notes ot 
other banks. At the same time it is paying out its own notes to 
all customers who ask for cash, seeking to bring its circulation up 
to the limit. As a result of these operations, two powerful forces 
are constantly at work, one putting notes into circulation, the 
other retiring them, and the people of Canada always have on 
hand just the amount of currency they need and no more. It is 
the people, not the banks, who determine how much the circulation 
of the banks shall be. 

Bank Notes have no Competition. The fact that the bank 
note has exclusive possession of the monetary field in Canada is 
most important. His ignorance of this fact is one reason why the 
average banker or business man in the United States has been 
unable to get a practical understanding of the Canadian system. 
Its significance is easily seen. If Canada, like the United States, 
had in circulation a lot of Government’ notes in denominations of 
five dollars, ten dollars, twenty dollars, the Canadian banks would 
be able to increase their issues of bank notes almost without limit, 
for their new notes would simply take the place of the Govern- 
ment notes, the latter going into bank reserves. The people of 
Canada in making deposits would not discriminate against bank 
notes, but would deposit the Government paper quite as freely as 
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the bank paper. As a result, the amount of the Government paper 
in circulation would gradually decrease and the amount of bank 
notes would increase. The volume of Dominion notes in the 
vaults of the banks would expand, and as these notes are redeem- 
able in gold the banks would feel justified in larger extension of 
their credit, so that an increase in deposits and current loans wouid 
ensue. Under such circumstances such freedom of issue as is en- 
joyed by the Canadian banks would doubtless result in inflation. 

But such conditions do not exist in Canada. All the paper cur- 
rency in the hands of the people, excepting one dollar and two 
dollar bills, is in the form of bank notes. There is no chance to 
substitute bank notes for Government notes. Hence, if at any 
time business relaxes and the need for money among the people 
grows less, an increasing tide of bank notes flows into the banks. 
The people who bring these notes do not ask for money in ex- 
change, for to them the notes are money. They take bank notes 
to the banks just as people in the United States take greenbacks 
‘and silver certificates—to be exchanged for a deposit credit or 
account. 

Elasticity of the Circulation. The redemption system, besides 
making currency inflation impossible, results also in what is com- 
monly called “elasticity,” by which is meant capacity to expand 
and contract in automatic response to the country’s need of cur- 
rency. Such elasticity is desirable for the reason that it enables 
the banks to satisfy the mere currency needs of a country without 
increase of their liabilities or diminution of their power to lend. 

Canada, like every other country, at certain seasons of the year 
makes use of more currency, or hand-to-hand money, than at other 
seasons. This currency is supplied by the banks. If they were 

not permitted to furnish it in the form of their own notes, they 
would be obliged to furnish it in the form of lawful or legal 
tender money, and would at the same time be compelled to restrict 
their loans in order that they might reduce their liabilities, the 
loss of the legal tender money having by so much reduced their 
cash reserve, Since the Canadian banks, however, meet the seasonal 
needs for currency by the issue of notes, their liabilities are not 
changed, for their deposits decline by as much as their notes in- 
crease. It is clear that if a depositor draws $1,000 from his bank 
and receives $1,000 in the notes of the bank, the liabilities of the 
bank have not been affected. It has simply converted a deposit © 
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liability into a note liability. Its reserve of legal tender money 
having been untouched, it is under no necessity to reduce its loans. 
It follows that since a Canadian bank is able to supply its deposi- 
tors’ needs for cash with its own bank notes, it can do so without 
being compelled to lessen its usefulness to the community as a 
lender of money. 

It is evident also that every bank will steadfastly pursue this 
policy of paying out its own notes and getting the others redeemed. 
If in the course of business it receives from its depositors the 
notes of other banks, it does not pay these out again, for they are 
convertible through the redemption agencies into legal tender 
money. The more of such money a bank has in its vaults, the 
stronger its position and the greater its power to lend. Every 
dollar of legal tender money that a Canadian bank can retain in its 
cash reserve, adds ten dollars to its lending power, permitting the 
safe increase of its liabilities by the same amount. 

That the redemption-system contributes to the acceptability and 
elasticity of the Canadian bank note more than any other factor 
must be evident to anyone who considers how the system would 
operate if the efficient redemption machinery were lacking. Every 
bank must redeem its notes in seven different cities, and no bank 
is obliged to accept the notes of other banks either on deposit or 
in payment of dues to it. Yet on account of the ease with which 
notes are redeemed, every bank accepts at par the notes of all 
other banks exactly as if they were legal tender, and then sends 
them to the nearest redemption center to be exchanged for gold 
coin or Dominion notes, or to be used as a credit offset in the re- 
demption of its own notes. It is this ease of redemption which 
gives the circulation its elasticity and makes it immediately re- 
sponsive to every fluctuation in the needs of business. If the 
notes were redeemable only at the place of issue, which is usually 
the head office of the bank, they would frequently be at a discount 
in remote parts of the Dominion and*would often stay in circula- 
tion among the people for a period longer than necessary. A 
tradesman does not like to deposit money in a bank at a discount 
if he can circulate it at par among his customers. Just as the 
notes of country banks before the establishment of the Suffolk 
banking system in New England filled the channels of circulation 
in Boston, so in Canada, without its present redemption system, 
the notes of each bank would doubtless very soon find lodgment in 
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distant communities and remain in circulation in excess of the real 
needs of the people. Canada would, indeed, have an abundance of 
currency, but it would be exposed to all the risks of depreciation 
and the banks would be tempted to adopt schemes for the increase 
of their circulation which in the end would prove fatal to the 
soundness of the currency. 

The Canadian bank note might still be good even though it were 
not a first lien upon the assets of a bank, or even if its payments 
were not in a measure guaranteed by all the banks, or if stock- 
‘holders were not subject to a double liability. Indeed, all three of 
these safeguards might disappear and yet the Canadian bank note 
remain a safe, elastic, and acceptable medium of exchange. But 
if the redemption system were destroyed, Canada would very soon 
be filled with a banking circulation in varying stages of deprecia- 
tion. 

No Limit of Issue Really Necessary. Theoretically there is 
no reason why any limit should be fixed upon the amount of notes 
which a bank may issue. Even though a bank has a monopoly of 
issue in a country—like the Bank of France—it nevertheless is 
unable to expand its circulation beyond the people’s needs. Such 
a bank, unless it should adopt a reckless policy of lending which 
would bring ruin quickly upon itself, can exercise very little in- 
fluence upon the amount of currency in circulation. In a country 
like Canada, where several banks are issuing currency, no single 
institution can enlarge its issue of notes beyond the needs of its 
own customers. If it should endeavor to do this by lending freely 
to customers who promised to use its notes in different parts of the 
country, the effort would be futile. The notes would quickly find 
their way into the branches of other banks and be sent in for 
redemption. 

Like most other countries, however, Canada has placed a limit on 
the note-issuing privilege, fixing it at the amount of a bank’s paid- 
up capital. While there is no scientific necessity that such a limit 
be fixed in order to prevent the over-issue of notes, nevertheless 
there are other considerations which justify it. It is an indirect 
method of compelling banks to increase their capitalization part 
passu with the growth of their business. Inasmuch as the capital 
of a bank is the stockholder’s contribution toward its assets, it is 
exceedingly desirable that this contribution be made as large as 
possible, for, other things being equal, the strength of a bank 
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varies with the amount of its capital. It is not unreasonable, 
therefore, to require that banks in return for the useful note- 
issuing privilege should be required to keep their capital resources 
large. 

When a Canadian bank has reached the limit of its note issue— | 

which has rarely happened—it begins at once to treat the notes of 
other banks very much as if they were its own. Instead of going 
to the expense of sending them in for redemption, it uses them as 
counter money, paying them out to depositors in response to their 
calls for cash. If all the banks in Canada should issue notes up to” 
the limit, as some of them did during the exciting months of 
1907, and if the current rate of interest did not warrant the issue 
of the taxed notes provided for by the amendment of 1908, the 
note circulation would immediately lose its elasticity. As further 
expansion would be impossible, the banks would have to meet any 
increasing demand for currency by paying out gold and Dominion 
notes, thus depleting their reserves. Such a situation would doubt- 
less lead to a sharp advance in the discount rate and to the importa- 
tion of gold. 
_ The Practical Limit Under the Legal. It should be noted 
that the practical limit of note issue is about 10 per cent below the 
legal limit. The manager of a bank having a paid-up capital of 
$1,000,000 begins to get nervous when his circulation equa!s 
$900,000. His office may be in Montreal and his bank may have 
branches in the far east and in the far west and in the mining 
wilderness of the north. Some of these branches he cannot reach 
by telegraph and some are distant a week by mail.* He immedi- 
ately sends warning to all the branches and cautions them against 
any large outgiving of notes and against entering into transactions 
which will be likely to lead to unusual demands for currency. On 
account of this situation, even in times of greatest pressure, the 
total issue of the banks is usually 10 per cent below the authorized 
limit. 

* Said a general manager in Montreal: “We have trouble at times keep- 
ing exactly within the limit, and have to keep about half a million under it. 
Our branches always have on hand a stock of notes which if they were all 
issued would run the total outstanding above the limit. When the total 
approaches the limit, I notify the branches not to issue above a certain 


amount, say $10,000, without wiring me. It takes a week to hear from our 


Yukon branch.” . ; 
+ The penalty for excessive issue of notes is severe. If the excess is less 
than $1,000 the penalty equals the amount of the excess. If it is between 
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The subject of cash reserves + is disposed of in the bank act in 
two short paragraphs; the first providing that not less than 40 per 
cent of a bank’s reserves shall be in Dominion notes, the second 
instructing the minister of finance to arrange for the delivery of 
Dominion notes to any bank in exchange for specie. As for the 
amount of cash reserve to be carried by a bank or its ratio to net 
liabilities, the law is silent. Every bank manager is free to keep 
his reserve at any figure which in his judgment is adequate. 

There is no reason at present why the law should compel banks 
to hold Dominion notes. As these are practically gold certificates, 
the only apparent effect of the requirement, as banking operations 
enlarge, is to compel the Dominion Government to increase its 
issue of notes and guard an increasing amount of gold coin. If 
the notes were mere credit instruments, their issue would be equiva- 
lent to an involuntary Government loan and the requirement that 
they shall constitute 40 per cent of banking reserves would insure 
the permanence of the issue and save finance ministers from ever 
being worried over calls for their redemption. Since all notes in 
excess of $30,000,000 are secured by a deposit of- gold in the 
Dominion treasury, their issue in no way increases the revenues 
of the finance department. The 40-per-cent requirement, as a 
matter of fact, is entirely unnecessary; the notes, being in large 
denominations, are preferred by bankers to gold and would be 
utilized by them even though the law did not require it. 

To American bankers, trained under, the National Bank Act, 
the failure of the Canadian law to prescribe a minimum reserve 
undoubtedly seems a dangerous oversight. To many these ques- 
tions will doubtless arise: What is to prevent a Canadian bank 


$1,000 and $20,000 the penalty is $1,000; if it is between $20,000 and 
$100,000, the penalty is $10,000; between $100,000 and $200,000, penalty is 
$50,000. If it exceeds $200,000, the penalty is $100,000. The fact that 
such large penalties overhang them explains why the maximum issue of 
aes bank notes is usually $10,000,000 under the authorized limit. 

‘Db. crt. 

_{ The bank act uses the word “reserve” in two senses. Section 59 pro- 
vides that a bank shall not pay a dividend at a rate higher than 8 per cent 
per annum unless its “rest or reserve fund” is equal to at least 30 per cent 
of its paid-up capital. The reference here is to what in the United States 
is called the “surplus.” In section 60 the act mentions “cash reserves,” 
meaning the amount of legal-tender money held by the banks. This is its 
ordinary use among bankers in Canada as well as in the United States, 
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from assuming liabilities in excess of its redemption capacity? 
How, indeed, does the Canadian banker know whether or no he 
is carrying a sufficient reserve? Does not the failure of the law 
to require a minimum reserve encourage the development of 
speculative banking and a perilous expansion of credit on an inade- 
quate basis of coin? 

In Canada neither among the bankers nor in business circles are 
questions of this sort ever raised. Canadian bankers and many 
business men know a good deal about the national banking system 
of the United States, but they do not hold it in high esteem. On 
the contrary, they express surprise that a resourceful and intelli- 
gent people should have been content for so many years with a 
banking system so cumbersome and irrational. In their opinion, a 
law which fixes a minimum reserve against deposits and forbids 
the issue of bank notes, except on the deposit of Government 
bonds, makes safe and sound banking absolutely impossible. 

Amount of the Reserve Fixed by each Bank. It must not 
be supposed that the Canadian banks do not carry adequate 
reserves. On the contrary, every bank manager gives to this 
subject daily and most conscientious thought. To the Canadian 
banker the word “reserve” means a fund immediately available for 
the liquidation of liabilities. How much this fund ought to be 
depends altogether upon the amount and character of the liabili- 
ties to be protected. Theoretically, with respect to its time de- 
posits, a Canadian bank is in the position of a savings bank and 
in order to be safe need not keep on hand for the liquidation of 
such deposits a very large amount of cash, but may rely upon in- 
vestment securities to furnish whatever funds may be needed to 
satisfy unexpected calls from depositors. Practically, however, the 
Canadian bankers do not avail themselves of the privilege afforded 
by the law. All do not permit time depositors to check upon their 
accounts, but they do pay them on demand, and no Canadian 
bank would like to have it rumored that any of its depositors had 
ever had the slightest difficulty in obtaining funds when he wanted 
them. Apparently, therefore, all the deposits of a Canadian bank 
belong in the same class and are equally liable to become immediate 
claims upon the bank. Asa matter of fact, however, this is not the 
case. The time depositor receives interest at the rate of 3 per cent 
under conditions which will cause him loss if he reduces his 
balance except on definite dates. A bank manager has learned by 


670 MONEY, CREDIT AND BANKING PRINCIPLES 


long experience when withdrawals of time deposits are to be ex- — 
pected and to what extent he can depend upon fresh deposits as 
an offset. 

A Canadian bank manager, having before him the amount of — 
time deposits and demand deposits, respectively, knowing the prob- 
able future needs of the various depositors, being in constant touch 
with branch managers both by wire and by letter, and having 
back of him information born of many years’ experience, easily 
determines how much his bank’s reserve ought to be in order to 
assure its safety. The law neither helps nor hinders him; it 
simply requires that the bank shall satisfy the demands of de- 
positors in accordance with the terms of the contract and that it 
shall redeem its notes on demand. The public by force of custom 
expects a bank to do a little more than the law requires, for its 
credit is bound to suffer if it take advantage of its legal privilege 
to delay payment upon time deposits. The manager is a hired 
man, sworn to do his utmost to protect the credit of the bank, 
trained for many years in its service, familiar with its history and 
its policy, anxious to guard his own reputation and character 
against criticism. Under these circumstances it would be remark- 
able if he did not fix the amount of his bank’s reserve nearer the 
ideal figure—if an ideal banking reserve is possible—than could 
possibly be done by a body of law-makers or of any other men 
outside the bank. 

Reserve Composed of Four Elements. A Canadian banker 
thinks of a bank reserve as comprising four different kinds of 
assets: (1) Cash on hand, (2) cash balances in other banks, (3) 
call loans, and (4) securities. Strictly speaking, “cash reserve” 
means only the first, but‘a banker usually has in ming both the first 
and second when speaking of his “cash reserve.” He keeps on 
hand a supply of cash, either gold or Dominion notes, more than 
ample for the settlement of daily balances at clearing houses. The 
counter demand for cash he knows by experience can be met almost 
entirely by the use of the bank’s own notes. In order to be pre- 
pared for any emergency that may arise, such as a panic in Europe 
or in the United States, the failure of a large customer, the suspen- 
sion of a bank, an unexpectedly adverse balance of trade, any of 
which events might cause a demand for gold for export, he keeps 
some money on deposit in banks outside of Canada, lends some on 
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call in New York City, and invests some in securities easily 
marketed. All these funds are thought as part of the “reserve.” 

Although the law is silent on the subject, there is a tacit under- 
standing or agreement among the banks that in ordinary times the 
cash assets of a bank ought to equal 15 per cent of its liabilities 
and that at least 8 per cent should be in cash on hand, the remain- 
ing 7 per cent being in balances due from other banks. 

From the American point of view the Canadian banks carry a 
very small amount of cash. For example, on January 1, 1906, it 
amounted to only $61,000,000, whereas the net liabilities, notes as 
well as all deposits being included, amounted to $610,000,000, the 
ratio of the cash on hand being only about 10 per cent.. In Novem- 
ber of the same year the cash on hand stood at $75,000,000 and 
the net liabilities at $705,000,000, the ratio of cash to liabilities 


being still only a little over 10 per cent. 


For many years the cash-on-hand reserve of the Canadian 
banks has averaged between 10 and 12 per cent of the net liabilities. 
Some banks constantly keep on hand a higher ratio, and others a 
lower. The ratio varies with the same bank at different times. 
At one time a bank may feel abundantly protected with a cash 
reserve of 9 per cent; at another time its managers may see 
occasion for holding a larger amount of cash. Again a period of 
business depression, by lessening the demand for money, may 
cause cash reserves to increase more rapidly than satisfactory 


investment can be found in call loans or securities. 


E.—THE SYSTEM IN TIME OF STRESS #* 


Since the present system of banking was perfected in 1890, 
Canada has had no banking panic. She has suffered from periods 
of depression and hard times, caused either by short crops or by 
the failure of outside markets to absorb her produce at satisfactory 
prices, but never from scarcity of currency, from runs upon banks, 
from business failures, or from the inability of banks to meet their 
obligations. It is impossible to escape the conclusion that the credit 
for Canada’s immunity from panic and financial distress is largely 
due to the character of her banking system. 

No country can expect to be free from periods of dullness, no 
matter how perfect its banking system. International relations in 


* Op. cit. 
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trade and finance are so close that all countries suffer from the 
mistakes made by any one. Canada has depended very much upon 
English capital. She is relatively a large consumer of the products 
of the United States and has many an enterprise which owes its 
inception to American initiative. Hard times in England or in 
the United States must inevitably affect Canadian business. She 
is borrowing from England as this country did a century ago. Her 
credit system rests upon the gold reserves of London and New 
York. Under these circumstances, when one recalls how the 
credit and financial system of England and the United States have 
been shaken during the last twenty years, it is remarkable that 
Canada has escaped serious damage. ‘ 

Strong Because Elastic. Canada’s banking system contains 
two features that give it great strength under the threat of panic 
or crises. One is the elasticity of the note circulation, the other the 
solidarity or unity of the system. The reason why Canada has 
never suffered from a currency panic lies on the surface. The 
banks always have cash enough to meet the demands of their 
depositors. Instead of being in the position of their brethren 
across the border, that is, anxious to conserve their cash, they 
welcome any legitimate opportunity for the increase of their cir- 
culation. Except for a few weeks during the panic period of 
1907, when practically all the banks of the United States had sus- 
pended cash payments, the Canadian banks have always had cur- 
rency on hand in excess of their customers’ needs. This cur- 
rency consisted of their own’ notes. To their customers the bank 
notes are perfectly good money. Even though people got sus- 
picious of the solvency of a Canadian bank, its notes would not 
be in disfavor. 

Furthermore, when Canadian banks satisfy their customers’ 
demands for cash, their resources are unimpaired. They are not 
obliged, as are the banks of the United States, to call loans in 
order to make good their cash reserve. With the public their 
notes have all the efficiency of gold itself, and the fact that they 
are paid out so willingly by the bankers, the supply as a rule 
seeming inexhaustible, prevents anything like a panic starting 
among the people. 

The elasticity of the note issue, however, is not the most im- 
portant factor contributing to the peace and security of the 
Canadian financial system. It must be regarded, indeed, as an 
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essential factor, for without it the banks would be unable to 
maintain equilibrium without resorting to methods that at times 
would be perilous. If in any emergency they were obliged to 
raise their rates of interest and to seek to increase their resources 
by the reduction of loans, it is doubtful if Canada, despite the 
strength of its banking system in other respects, could escape from 
the losses caused by panic. 

Solidarity or Unity of the System. The other feature making 
for financial ease in Canada, namely, the solidarity or unity of 
the banking system, is not easy to describe. It is a growth, a 
situation, rather than a creation of the law. When one has in 
view the protection of Canada’s business and financial welfare, it 
is impossible not to regard the chartered banks, with their branches, 
as a single institution. As lenders of money they are independent 
units. For that matter, the branch of each bank has a great deal 
of independence. All are independently seeking for deposits. 
Each branch is seeking to make the largest possible profit, and 
‘its manager is encouraging to the utmost the enterprises in his 
locality, for on the growth of the business he does depends his 
favor at headquarters. Nevertheless, from a national point of 
view, despite the competition.among the banks and their branches, 
there is considerable reason for regarding the chartered banks of 
Canada as one institution. 

Consider, for instance, the following facts: 

1. Over 50 per cent of the banking business in Canada is done 
by six banks. One of these, the Bank of Montreal, has assets 
exceeding 20 per cent of the total. Another, the Bank of Com- 
merce, with head office at Toronto, has resources equal to 13 per 
cent of the total. 

2. The Bank of Montreal is the depositary of most of the 
government funds and among the people is commonly spoken of 
as the government bank. 

3. The Bankers’ Association, an organization created by law, is 
a medium through which the best banking opinion finds authorita- 
tive expression. Through this association the banks keep advised 
of all pending legislation in any way affecting banking interests. 

4. Bank managers are trained experts and each one has the 
expert’s regard for a man who has had a wider experience or a 
better training than himself. As a result, no manager will venture 
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far upon a policy which is regarded by his competitors as dan- 
gerous. : 

5. All the banks are equally interested in the unbroken prosper- 
ity of the country. The managers of the largest six banks, each 
having charge of over a hundred branches, are particularly watch- 
ful. They realize that speculative excesses ‘in any part of the 
country will bring loss to them and must be discouraged. 

6. On account of this mutual interdependence of the banks, no 
bank in Canada can hope to achieve success by striking out upon 
an absolutely independent policy, if such conduct is likely to meet 
with the disapproval of the banking fraternity. The business 
public, from which a new bank must get its support, has confidence 
in the management and judgment of the established institutions. 
A depositor may feel that he ought to get more than 3 per cent 
interest on his balance. He may complain that his bank does not 
give him credit enough, or that it is not liberal enough in its col- 
lections. Nevertheless he would be reluctant to give his account 
to'a new institution or to any institution, whether old or new, if. 
it were managed by men not in good standing with the leading 
bankers. 

7. In their insistence on the rule that a man shall borrow from 
only one bank the banks have done more than appears on the sur- 
face to make their system a unit. If a merchant is refused credit 
at one bank, he finds it practically impossible to get help from any 
other. This rule certainly makes the banks of the Dominion, 
from the borrower’s point of view, a single institution. 

8: There is practical unanimity of opinion among bankers with 
regard to business conditions and the outlook. The managers of 
Canadian banks get their information with regard to the country’s | 
condition from the managers of branches. Since all know what 
is going on in every part of the country, it is not remarkable that 
all usually are very much in agreement, for the sources of in- 
formation of all are practically the same.* As a result, Canada 


* During the writer’s stay in Canada in April, 1909, he talked with 
bankers in Montreal, Ottawa, Toronto, and Winnipeg. Everywhere he 
raised practically the same topics of conversation, and everywhere got 
practically the same answers. .The managers at the head offices get daily 
reports and letters from their branch managers, and the head offices in 
their turn send out information to the branches. As a result the men in 
the banking business in Canada know more about the whole country than 
any other set of men. The files of one of the larger banks probably con- 
tain more valuable and more accurate information about the current events 
ip Canada than can be found in the files of any newspaper. 
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has a “banker’s opinion” with regard to the business situation, as 
distinguished from the “opinions of bankers” in the United States. 
In the latter country the bankers in the West are often in dis- 
agreement with the bankers in the East, and the eastern bankers 
are frequently in considerable ignorance of the conditions and 
events which are shaping the opinions of their western brethren. 
In Canada, with reference to questions of fact or actual condi- 
tions, one finds very seldom any difference of opinion among 
Canadian bankers. If there is excessive speculation in any part 
of the country, if a certain industry is suffering because of tariff 
changes in Europe, or because of a scarcity of raw materials, or 
if capital is being employed in an industry in amounts not war- 
ranted by the demand, or if there is the prospect of a light yield 
of any agricultural product, the bankers are among the first to 
get the information, and all of them have it. 

Importance of the Banker. This unanimity among the 
bankers with regard to business conditions makes the individual 
banker a much more important person in Canada than he is in the 
United States. Business men there do not speak of him as a 
mere money lender. They look upon him as a man who has espe- 
cial facilities for getting information about business and financial 
questions and whose opinion, therefore, is entitled to great re- 
spect. This is true not only of the general managers, who as 
a rule live in the large cities and are men past middle life, but 
is true as well of the managers even of the small branches. In 
every community the manager of a branch bank, especially if it 
is a branch of one of the half dozen largest institutions, occupies 
_a prominent position and exerts a powerful influence in the shap- 

ing of business opinion. Not only does he send reports daily or 

weekly with respect to events of importance within his field, but 
he himself is constantly getting letters of advice from the head 
office. He is the one man in the community who is in touch with 
’ the business conditions of the Dominion or, for that matter, of 
the world. He may be a young man, but he has had a training 
in the methods of Canadian banking, and it is known that he 
would not occupy his position if his eerie did not have con- 
fidence in his judgment. 

As a result of all these conditions oii together, it may 
fairly be said that Canada possesses many of the advantages of a 
central bank. The employees of each bank, from general man- 
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ager down to the office boy in the smallest branch, are busily : 
occupied in doing their share toward increasing the bank’s busi- 
ness and profits. Each is keenly on the lookout for an oppor- 
tunity to establish a new branch in a promising young commu- 
nity, and each is doing its best to serve its customers and to gain 
new ones. But if a cloud appear on the horizon, if bad news 
comes from England with regard to Canadian investments, or if 
there is wild speculation in Wall street, the leading bankers get _ 
together, not formally, but informally, and as a result the Cana- 
dian banks become practically a unit their attitude toward the 
common peril. 


Canadian Banks Were Prepared. In Canada there was no 
panic. For a year the leading Canadian bankers had been urging 
upon their customers the necessity for caution, and in their an-_ 
nual reports to the shareholders early in 1907 bank presidents 
and general managers had given notice that the phenomenal 
profits and business of the preceding few years could not be 
expected to continue much longer. Financial journals and 
editorial writers for the daily press, taking their cue from the 
bankers, had for months called attention to the strain upon the 
world’s money markets and pointed out the necessity for con- 
servatism, not only among the banks but among the promoters 
of new enterprises. 


In January, 1907, there was only one opinion among bankers 
as to the financial situation. For several years the country’s 
trade had been expanding by leaps and bounds. Immigrants had 
poured into the country from Europe ‘and from the United States. 
New capital had come from England and the United States at 
the rate of $200,000,000 a year. The profits of industrial and ~ 
commercial products had been large. In ten years bank loans 
and deposits, had doubled. In short, Canada’s prosperity had 
been even greater than that of the United States. The demand 
for capital had outrun the supply, and the strain upon the bank- 
ing resources every bank manager knew had reached the danger 
point. Every one of them said this to their shareholders; the 
newspapers published their remarks, and business men through- 
out the Dominion knew not only that they ought to retrench, but 
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that they must. They knew that they could get no help from 
the banks if they sought to enlarge their operations. 

Gradual Contraction of Loans. It was impossible, of course, 
for the banks to call an immediate halt in the expansion of enter- 
prise or in the use of their credit. During 1906 the current 
loans in Canada had risen from $450,000,000 to $550,000,000, an 
increase of nearly 25 per cent. Any attempt on the part of the 
banks to bring this upward movement to a sudden termination 
would have ruined many a solvent concern. For five months, or 
until the end of May, the banks suffered it to continue, their 
loans during that period rising from $550,000,000 to $590,000,000. 
Then began a gradual contraction and a steady increase in the 
cash reserve. Between June 1 and September 1 the total of 
their current loans in Canada declined $10,000,000. At the same 
time they strengthened their reserves by accumulating cash in 
their own vaults and by enlarging the amount of their funds 
on call in New York City. Canadian borrowers were treated with 
more consideration than those in foreign countries, as is shown 
by the reduction in current loans elsewhere from $36,000,000 to 
$23,000,000 between February 1 and July 1. The banks appear 
to have endeavored to convert their time loans outside of Canada 
into call loans, having in view:an increase in the amount of funds 
available for immediate use. 

Between January 1 and September 1 there was a decline in 
the demand deposits from $192,000,000 to $160,000,000 and an 
increase in time deposits from $400,000,000 to $425,000,000, so 
that the. total of deposits suffered very little diminution. After 
the first of September, however, deposits steadily declined until 
the end of the year; time deposits from $425,000,000 September 
1 to $400,000,000 December 31. Demand deposits remained 
practically unchanged during this period. 


Call Loans Reduced in New York. When the crash came in 
New York and the Knickerbocker Trust Company suspended on 
the 22d of October, Canadian banks immediately adopted meas- 
ures of self-protection. During the next two months the total 
of their call loans outside of Canada declined from $62,000,000 
to $40,000,000. There was also a small reduction of their call 
loans in Canada. Their cash reserve was increased by $5,000,000. 
Their current loans in Canada, however, were $10,000,000 less 
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November 30 than on October 1, and in December they fell off 
$15,000,000 more. These two months, November and December, 
were strenuous months in Canada as they were everywhere in 
the world. The western wheat crop was late and as a result 
there was a great clamor for funds for their movement. Cur- 
rency was so scarce in the United States that Canadian bank 
notes disappeared over the border and performed their function 
as a medium of exchange in towns and country districts in the 
United States many miles distant from the Canadian line. Most 
of the banks found that their circulation was dangerously near 
the maximum and feared that they might be called upon to pay 
out legal tender. There was not the slightest suspicion of banks 
in Canada and no talk whatever of a run upon any bank. Peo- 
ple did complain, however, that the banks were not doing their 
duty by the western farmers. Why should the banks be lend- 
ing money on call in Wall street, when the farmers of Manitoba 
were unable to market their crops because buyers could not get 
funds from the banks? 

Circulation Too Near the Limit. The banks, their deposits 
declining, their circulation near the maximum, the railroads un- 
able to haul the crops promptly to market, dared not tie up funds 
in agricultural products which might later be called for by the 
commercial and industrial interests of the Dominion. If their 
capital had been larger so that they might have expanded their 
note circulation with impunity, the situation would have been less 
difficult. Yet something more than notes was wanted. For the 
first time in many years Canada felt the pinch of that want which 
is annually felt in the United States, namely, a sudden and great 
increase in the demand for both capital and currency. And for 
the first time they faced the risk of being compelled to pay out 
legal tender money if they satisfied the demands of grain buyers. 
In other words, the Canadian banks and the agricultural interests 
of Canada during the last three months of 1907 had a taste of 
what the banks and farmers of the United States experience 
every year. The banks dared not make large advances to the 
buyers of grain lest the depletion of their reserves or an excessive 
issue of notes should result. The total circulation had climbed 
up to $89,000,000, which was only about $6,000,000 under the 
maximum, and no bank felt that it could authorize its branches 
to increase the issue of notes; the risk of being called upon to 
pay the penalty for excessive issue was too great. 


THE CANADIAN BANKING SYSTEM 679 


To the Canadian banker and to his customer the situation was 
entirely new. Never before during this generation had the banks 
been obliged to restrict their loans merely because they feared 
that an excessive issue of notes might result. Serious and new as 
the situation was, and though it gave rise to many complaints in 
business circles, nevertheless there were no important business 
failures in Canada, and bankers in general felt confident that 
they would be able to bring the country safely through the crisis. 
In the last two months of the year the deposits declined $30,000,- 
000 and the current loans in Canada $25,000,000. This shrinkage 
was inevitable. Many depositors having investments in the 
United States were obliged to protect them by the withdrawal of 
funds from Canada. The banks, on their side, were obliged to 
withdraw their assistance from such ciistomers as needed it least. 
It is the boast of the banks, however, and is now generally ad- 
mitted, that during these two months no man who actually de- 
served and needed a loan was refused it, and few borrowers were 
obliged to pay an unusual rate of interest. 

The Government Tries to Help. Canadians are readers ot 

the newspapers of the United States, and they know something 
about our habit of calling upon the Government for aid whenever 
money is “tight.”” So the question was asked, Why should not the 
Dominion treasury come to our relief? The banks, it should be 
noted, did not ask this question. They did not believe that 
Government aid was necessary. Nor was it evident how Govern- 
ment aid could be afforded, for the Dominion treasury, unlike 
that of the United States, keeps all of its cash at all times in the 
banks, and so has no reserve fund on hand on which to draw for 
the purpose of easing the money market. The Government, how- 
ever, was impressed by the popular demand and came forward 
with an offer of relief which involved a suspension of the Do- 
minion legal tender act, similar to the suspension of the Peel 
Bank Act whereby the Bank of England has been permitted to 
issue notes unsecured by coin. 

The issue was made upon the authority of the governor in 
council dated November 12, 1907, on a memorandum from the 
Minister of Finance, in which he described the effect of the 
world-wide momentary stringency upon Canada and declared 
that there was much anxiety in the west among farmers, traders, 
and bankers over “the prospect of insufficient financial accommo- 
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dation to move the crop.” He recommended that the minister be 
authorized to issue new Dominion notes and deposit them with 
the banks most largely interested in the grain business, and to 
accept from the banks high-class securities. In the sécond memo- 
randum, dated November 26, he recommended that the advances 
be made through the Bank of Montreal, at such rates of interest, 
not less than 4 per cent per annum, as the Bank of Montreal 
might deem fair and reasonable. The advances were not to exceed 
$10,000,000 and were to be protected by the deposit of securities 
satisfactory to the Bank of Montreal. These issues of Dominion 
notes were approved by act of Parliament July 20, 1908. Events 
proved that the bankers were right in their claim that they were 
fully able to take care of the western situation, for there was a 
call for only $5,115,000 of this emergency issue of Dominion 
notes. The bankers understood the situation better than did the 
minister of finance, yet to a citizen of the United States who is 
used to seeing the Treasury come to the relief of the money 
market, it is not at all remarkable that the minister felt con- 
strained to give heed to the western cry for more money. The 
situation was without precedence in Canadian finance. For the 
first time in their history the chartered banks were obliged to 
limit their operations, not because their cash resources were low,, 
but because their note issues were practically up to the legal 
limit, and they feared that further expansion of their loans would 
cause an inroad upon their cash reserve. 

The situation was complicated by the lateness of the wheat 
crop and still further by the fact that a large part of the crop 
had been injured by frost. Furthermore, the farmers of the 
west were dissatisfied with the price offered for their wheat and 
were holding much of it back from the market. These circum- 
stances caused delay in the movement of the crop and hence 
tended to tie up bank funds for a longer period than usual. But 
these were not all the causes of difficulty and delay. Much 
Canadian wheat is shipped to the East wa Port Arthur and 
Buffalo. This route in 1907 Canadian shippers did not like to 
use, for the New York checks or drafts which they got in pay- 
ment were at a discount in gold. The bulk of the wheat had to 
be shipped, therefore, either by the Montreal water route or by 
the Canadian Pacific, and the transportation facilities were not 
adequate. 
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It would seem, therefore, that the inability of the farmer to 
get a satisfactory price for his wheat, or to get it forward quickly 
to market, was due not to the failure of banks to do their part, 
but to the inferior quality of a large part of their crop and to the 
inadequacy of transportation facilities, aggravated by the panic in 
the United States. 


The character of the year 1908 is shown by the bank returns. 
Current loans declined steadily from November 1, 1907, until 
March 1, 1909. Deposits, however, began to increase early in 
1908, time deposits rising from $395,000,000, March 1, to $430,- 
000,000 December 31. In the same period demand deposits in- 

- creased from $140,000,000 to $210,000,000, while the cash reserve 
moved up from $75,000,000 to $100,000,000. The banks being 
‘unable to employ their idle funds in Canada during this year, put 
them out on call in the New York market. The item “call loans 
elsewhere” rose from $41,000,000, December 1, 1907, to $106,- 
000,000, December 31, 1908, and by the end of May, 1909, had 
climbed to $125,000,000. This is a much larger sum of money 
than the Canadian banks care to employ in the call-loan market. 

During 1907 the banks gradually reduced the amount of call 

loans in Canada by about $11,000,000. The funds thus released 
were loaned to merchants, manufacturers, and the. buyers of 
grain. In 1908 this item began to increase, the banks having 
more money than was needed by business interests. They adopted 
the same policy with current loans outside of Canada, reducing 
these during 1907 from $36,000,000 to $23,000,000. In 1908 this 
item began to increase. 

Early in the year, in anticipation of a strain, they began to 
increase the cash reserve, at the same time calling loans in New 
York and reducing foreign balances. Between May and October 
they loaned. rather freely in the New York call-money market, 
but during October and November they, reduced their outside call 
loans by $20,000,000. Their credit balances and call loans outside 
of Canada both increased greatly in the first seven months of 
1908, when the demand for money was small in Canada. In the 
last quarter of 1908 the decline in foreign credit balances explains 
the rapid increase in outside call loans. Throughout 1909 the 
banks had resources beyond the needs of Canada, and the outside 
call loans rose to $138,000,000, an increase of nearly $100,000,000 
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in two years. In the same two years the cash reserve rose from 
$80,000,000 to $105,000,000, and the amount of securities held 
from $71,000,000 to $86,000,000. It is interesting to note that 
the amount of securities varied but little during 1907. It was not 
a good year for bonds. 

Two Interesting Bank Failures. The story of banking is not 
without its dramatic incidents in any country. Canada has prob- 
ably had fewer such incidents in the last ger>ration than most 
countries, yet there was a bank failure in 1906 which furnished 
unique details. On the evening of October 12 the bankers in 
Toronto and Montreal heard with surprise that the Bank of 
Ontario had got beyond its depth and would not open its doors 
the next morning. Its capital was $1,500,000 and its deposits 
$12,000,000. The leading bankers in the Dominion dreaded the 
effect which the failure of such a bank might have. The Bank 
of Montreal agreed to take over the assets and pay all the 
liabilities, provided a number of other banks would agree to share 
with it any losses. Its offer was accepted and a representative 
of the Bank of Montreal took the night train for Toronto. Going 
breakfastless to the office of the Bank of Ontario he found the 
directors at the end of an all-night session and laid before them 
resolutions officially transferring the business and accounts of the 
bank to the-Bank of Montreal. They adopted the resolution 
before 9 a. m. and the bank opened business for the day with the 
following notice over its door: “This is the Bank of Montreal.” 

Before one o’clock the same notice, painted on a board or pen- 
ciled on brown wrapping paper, was over the door of the thirty- 
one branches in different parts of the Dominion. Its customers 
were astonished that day when they went to the bank, but none 
of them took alarm and many of them were well pleased with 
the change. The noteholders and depositors were paid in full and 
it is generally understood that the venture was a profitable one 
for the Bank of Montreal, although litigation is still pending over 
the double liability of the stockholders. The general manager of 
the Bank of Ontario, who had sunk its capital in Wall Street, 
received a five years’ sentence for making false statements with 
regard to the bank’s affairs. 

First Outbreak of High Finance. One other large bank has 
been in trouble since 1890. It was the Sovereign Bank, an insti- 
tution having over eighty branches and $16,000,000 in deposits. 
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It was established in 1903 and was managed by an artist in “high 
finance,” the only one of that class, it is claimed, who ever con- 
trolled a big Canadian bank. It is claimed that he was backed by 
large financial houses in New York and in Germany. He was 
reckless both in spending and in lending money, and early in 1907, 
when the assets amounted to over $25,000,000, it became known 
that much of its paper was valueless. The capital stock was 
reduced and a new management was placed in charge, but in 
January, 1908, the bankers of Toronto and Montreal were in- 
formed that the Sovereign would be obliged to suspend unless it 
received assistance. On the 18th of January its business was 
taken over by twelve banks which guaranteed the creditors against 
loss. The branches of the bank were divided among these 
twelve institutions, and report has it that some of the general 
managers were for a time unable to find all the branches that had 
been allotted to them. The manager of the Sovereign, in his 
search for communities needing branch banks, had got ahead of 
both map-makers and the post-office department. The assets of 
the bank are not proving equal to the liabilities, but the guarantee- 
ing banks are protected from loss by the double peta of the 
stockholders. 

The circumstances attending the liquidation of these two large 
banks certainly strengthen the view advanced in the_early part of 
this chapter with regard to the solidarity or unity of the Cana- 
dian system. Bankers still shake their heads ruefully over the 

-havoe wrought by the Sovereign and over the changes it made in 
banking practices, whereby various minor profits were annihilated, 
and declare that if another specialist in “high finance’’ appears 
among them they will let him and his friends take their medicine. 
“The banks can not go on forever,” they say “standing between 
the people and a rotten bank.” Like the directors of the Bank of 
England, the presidents and managers of the big banks in Canada 
deny that any responsibility rests upon;them for the protection of 
the country’s financial security, yet when the next pinch comes 
the situation itself will compel them in self-defense to act together 
both quickly and effectively. 

Since 1889 six small banks have failed, but noteholders have 
lost nothing and depositors very little. They were local institu- 
tions with few branches and their failures possess little signifi- 
cance in a study of the banking system as a whole. 
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F—RECENT CHANGES IN CANADIAN BANKING * - 


The General Banking Act of Canada, under which the 
important Canadian banks operate, is still substantially 
in the original form as passed in 1890. But as it is subject 
to revision every ten years, there are a few minor 
changes in its form, necessitated by circumstances and 
developments of a more recent nature. Some of the 
more recent changes are given in the following extract, 
as well as statistics on the present condition of Canadian 
banks.—[Ed. Note.] 


Next to its marked divergence at almost every essential point 
from the American banking system, the characteristic of the 
Canadian banking system that most impresses Americans is the 
simplicity of organization. It is indeed surprising to find in an 
adjacent country whose economic system has so much in common 
with ours a banking system so different from our own, and yet 
the divergence may be charged against us rather than against our 
neighbors, since, as Canadian bankers point out, their banking 
system is based largely on the plan originally outlined by Alex- 
ander Hamilton for the United States. In any case, the two 
systems are quite different. j 

Central Bank Lacking in Canadian System. The Canadian 
banking system may be briefly described by contrasting its essen- 
tial features with those of the American system, as follows: 


1. Canada has no central bank of issue and discount similar to the Federal 
reserve banks. There is no central reservoir of credit that can be availed 
of by rediscounting, such as the United States has had since the establish- 
ment of the Federal Reserve System, nor is there anything equivalent to 
central bank regulation of discount rates in general. In these respects 
Canadian banking functions very much as American banking did prior to 
the enactment of the Federal Reserve Act. 

In the discussion that took place in 1923 during the decennial revision of 
the bank act, some Canadian authorities stated that existing legislation 
provides ample rediscounting facilities and that a reserve modeled after the 
Federal Reserve System of the United States, therefore, was not required. 
These authorities doubtless had in mind the Finance Act of 1914, which 
was passed shortly after the outbreak of the war as emergency legislation, 
and is still in effect. One of the provisions of the Act authorized the 
Minister of Finance to make advances to the banks in the form of Dominion 


: : ; ete 
Grosvenor M. Jones, Chief, Finance and Investment Division. Com- 
merce Reports, U. S. Bureau of Foreign and Domestic Commerce. 
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notes, against securities satisfactory to the treasury board. The bank 
returns of July 31, 1924, show total advances under the finance act out- 
standing to the amount of $19,700,000. 


i. GOVERNMENT REGULATION THAN IN THE UNITED STATES 


2. In Canada the banks are subject to comparatively little regulation and 

_ supervision on the part of the Government. The Dominion Government 

apparently exercises greater caution in chartering new banks than is the 

- case in the United States, but once a bank has begun operations, it is sub- 

ject to far less governmental control. There appear to be no legal restrictions 

on reserves against deposits, and the character and amount of loans and 
investments, such as obtain generally in the United States. 

3. Canadian banking is nation-wide in its scope. The Canadian Bank Act 
permits chartered banks to establish branches anywhere at home or abroad. 
The operations of a national bank in the United States, on the other hand, 
are limited to opening “offices” in the city in which it is situated, and then 
only under certain restrictions. 


Resources CONCENTRATED 


4. Canadian banking resources are very largely concentrated in the four- 
teen charter banks.* These banks do practically all of the commercial bank- 
ing of Canada. There are several large savings institutions and threescore 
or more of loan and trust companies, the last named performing trust func- 
tions almost exclusively. In the United States there are over 30,000 banks 
of all classes. 

The degree of concentration in Canadian banking is further illustrated by 
‘the fact that the largest chartered bank, the Bank of Montreal, has nearly 
one-fourth of the total assets of all the chartered institutions. This bank, 
the Royal Bank of Canada, and the Canadian Bank of Commerce together 
command over three-fifths of the total assets of the chartered banks. The 
eight leading banks report over four-fifths of the total assets. On the other 
hand, the largest single bank in the United States has probably not more 
than one-fiftieth of the total banking resources of this country. 


BrancH BANKING HicHity DEvELOPED—No SpecrAL AGRI- 
CULTURAL FINANCING ; 


5. Branch banking is more highly developed in Canada than in any other 
country in the world except possibly Great'Britain. There are over 4,000 
branch banks in Canada, the leading banks having numerous branches in the 
several Provinces and in Newfoundland. Branch banking is of compara- 
tively recent origin in the United States and has not developed to a great 
extent, being limited to a few States and cities. 

6. Foreign branch banking has been an important feature of Canadian 


* The number will be reduced to thirteen when the proposed merger of 
the Standard Bank and the Sterling Bank has been duly ratified by the 
stockholders of the two banks. 
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banking for about two decades, whereas the development of foreign branches 
of American banks has occurred only since 1914 and has not attained the 


same relative importance. 

7. Canadian banking in its attention to the needs of the agricultural 
interests has not been supplemented by any special banks created under 
governmental auspices, such as the American Federal land banks, Federal 
joint-stock banks, and Federal intermediate-credit banks. 


Requirements for Organization of New Banks Strict. The 
important Canadian banks, generally described as the “chartered 
banks,” operate under a general bank act which is subject to 
revision every ten years and prescribes the general conditions 
under which banking business shall be conducted. The provisions 
of the Bank Act relative to the organization of new banks appear 
to be rather strict in several particulars. The parliamentary com- 
mittee on banking must pass favorably on every application for 
the establishment of a new bank. This committee makes certain 
that the application is supported by at least five men of integrity 
and good financial standing, who are willing to serve as provisional 
directors, and who agree to subscribe for a fairly large proportion 
of the stock. Moreover, as remarked by Prof. Joseph French 
Johnson, the committee must be convinced “that the project is a 
well-considered one, that there is need for the new bank, that it 
is a bona fide enterprise, that they (the founders) have in mind a 
competent man for general manager, and that they really intend 
and expect to do a legitimate banking business.” 

Within a year after the project has been approved by the 
parliamentary committee, the capital stock to the amount of at 
least $500,000 must have been subscribed, with a minimum of 
$250,000 actually paid in. The regular directors must also be 
chosen. Then if it has made certain that all legal requirements 
have been complied with, the treasury board, consisting of the 
Minister of Finance and five other members of the cabinet, will 
issue a certificate empowering the new bank to issue notes and 
begin business. 

The strictness of Government regulation of banking may be 
said to end with the issuance of the treasury board certificate. 
Canadian banks are subject to periodical examination of Govern- 
ment inspectors and they must submit to the Minister of Finance 
a detailed statement of assets and liabilities as of the close of each 
month. They may open branches or agencies whenever or wher- 
ever they desire. There is no legal requirement as to the character 
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of loans or investments that a bank may make, nor as to the cash 
reserve against deposits it should carry. 

Balance-sheet Items of Fourteen Banks Compared. The 
' principal items in the balance sheets of the fourteen chartered 
banks, as of July 31, 1924, are shown in the preceding table. | 

Note Issue Restrictions. Comparatively Simple. A bank 
may issue notes to an amount not to exceed its unimpared paid-up 
capital plus the amount of gold coin or Dominion notes held for 
it in.the central gold reserves; and it must redeem its notes at its 
head office and in such commercial centers as the treasury board 
may designate. There is no requirement as to reserve against 
these notes, but each bank must keep on deposit with the Minister 
of Finance gold or Dominion Government notes equivalent to 5 
per cent of its average circulation. The deposits of all note- 
issuing banks constitute a “circulation redemption fund” to be 
used, in case of necessity, for the redemption of the notes of any 
bank that fails. During the crop-moving season, however, a 
bank may issue additional notes up to 15 per cent of its combined 
unimpaired capital and surplus, after giving notice to the Minister 
of Finance of its intention to do so. For this privilege it must 
pay interest at such rate, not exceeding 5 per cent per annum, as 
the minister may fix. It might also be mentioned incidentally that 
bank notes have a first lien on the assets of the issuing bank and 
are further secured by the liability of bank shareholders to an 
_ assessment equal to the par value of their shares. _ 

Bank notes cannot be issued in denominations of less than $5 
nor for any sum not a multiple of $5. Bank notes are not legal 
tenders, only Dominion Government notes having that status. 
Moreover, gold is not used as currency but for reserves. There- 
fore, as all gold and practically all Dominion notes are held as 
reserves—either in the circulation redemption fund as a reserve 
"against bank notes or in bank vaults as a reserve against deposits 
—the business of the country, apart from checks and other nego- 


tiable paper, is done with bank notes and the Dominion notes 
smaller than $5. 


Branch Banks Operated. The number of branches operated 


by the chartered banks is a striking feature of Canadian banking, 
and has been the subject of much comment in the recent discus- 
sions of branch banking in the United States. Although branches 
began to be opened shortly after the first Canadian banks were 
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established in 1817, the number of such branches did not become 
large until the nineties. From the late nineties to 1921 there was 
a tremendous increase, followed during the last two years by a 
large decrease. This reduction in number of branches is due in . 
considerable degree to the absorption of the Merchants Bank by 
the Canadian Bank of Commerce, of the Banque Nationale du 
Canada by the Banque d’Hochelaga, and of the Bank of Hamil- 
ton by the Canadian Bank. of Commerce, but the general decline 
in trade and industry from the peak of 1920, particularly in the 
Prairie Provinces, must also be held partly accountable. 

The number of branches as of October 31, 1923, is shown in 
the following table, based on statistics given in the Monetary 
Times of Canada, January 4, 1924, page 26: 


BRANCHES IN CANADA OF FOURTEEN CHARTERED CANADIAN BANKS 


Bank Total | Canada Bank Total | Canada 

Royal Bank of Canada..... 697 573 Bank of Toronto)... 8...) 28 165 165 
Bank of Montreal.......... 579 563 || Standard Bank............ 162 162 
Canadian Bank of Commerce 505 489 || Bank of Hamilton......... 147 147 
Union. Bank aia k. 348 346 || Molsons.......... Sih ah satiate’ 127 127 
Banque Nationale.......... 343 342 || Dominion Bank........... 121 119 
Banque d’Hochelaga....... 342 342>|| Sterling Bankw. 27s. oi. >> Ve 77 
Banque Provinciale........ 312 312 || Weyburn Security Bank.... 26 26 
Bank of Nova Scotia....... 309 273 

Imperial Bank of Canada... 191 191 Totale Wes. Aerts aivle a 4,451 | 4,254 


The Canadian Bank of Commerce and the Bank of Montreal 
had branches in all the Provinces and territories, while the Bank 
of Nova Scotia and the Royal Bank of Canada had branches in 
all except Yukon and Northwest Territory, and the Union Bank, 
in all but the Yukon and Northwest Territory and Prince Edward 
Island. On the other hand, the Weyburn Security Bank operated 
branches only in Saskatchewan, while the French banks restricted 
their activities very largely to the Province of Quebec. : 

Of particular significance is the large number of branches in 
the West Indies and South America, of which there were 139 on 
October 31, 1923. The Canadian branch banks are particularly 
‘strong in the West Indies. The Royal Bank of Canada has 
branches in Argentina, Brazil, Costa Rica, Uruguay, and Vene- 
zuela; the Canadian Bank of Commerce, in Brazil and Mexico; 
and the Bank of Montreal, in Mexico. The last named also owns 
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shares in the Colonial Bank, a British institution, with branches 
throughout the British West Indies and in British Guiana. 

A summary of the chartered Canadian banks with foreign | 
branches follows: 


CANADIAN BANKS WITH FOREIGN BRANCHES 


New- 2 United Latin Other 
' Banks found- Daas King- Wes : Amer- coun- 
land phates indice ica tries 
‘Royal Bank of Canada........... 6 1 1 99 15 Z 
Bank of Montreal. .............. 6 4 Di Pals, Aetavs, axel eaters, 4 
Canadian Bank of Commerce..... 3 4 1 5 1 2 
Union Banks. sender cite ureter tae wien 1 BPP MN. ekveballta wun eter cbuiea| tote enenere 
Banque Nationale: nin. > cares co cidtereillevis press’ <p ouate <Peketenal| (oedeia ielietsr sift otheoyeia Taay| sya odete tate 1 
Baniciof Nova Sc0tiaccc.. 2 ciel 13 3 1 1 eel eae INE oon cc 
Dominion "Bankers ce cie- cleette alts cre etetevese 1 1 ia i ae rn es nia diticrd Haat. ob 
TOGA ates, sors i sssnetsicrs scabs 28 14 7 123 16 9 


Bank Consolidations. A feature of Canadian banking has 
been the marked tendency toward amalgamations and mergers. 
From 1868 to 1923 there were twenty-eight such mergers. In 
1924 thus far there has been one merger, namely, that of the 
Banque d’Hochelaga and the Banque Provinciale du Canada. An- 
other, that of the Standard and the Sterling banks, merely awaits 
formal ratification by the stockholders. All but five of these 
thirty mergers have taken place since 1901. Several of the merg- 
ing banks, such as the Merchants Bank, the Northern Crown 
Bank, and the Sterling Bank, have themselves been merged by 
other banks. 

Since 1868 there have been twenty-five bank failures. The 
only failure since 1913 was that of the Home Bank which closed 
its doors in 1923. This, however, was one of the most serious in 
the history of Canadian banking, as the liabilities totaled over 
$18,000,000, and exceeded assets by more than $2,600,000. Prior 
to the Home Bank failure there had been only three failures, 
involving more than $5,000,000 in assets. In all but two cases 
note holders were paid in full and in the two exceptions which ° 
occurred in 1879 and 1891, respectively, both banks had total 
liabilities of less than $1,000,000 and note holders received 57.5 


and 50 per cent, respectively. In most instances depositors also 
received full payment: 


vy 
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Other Canadian Banking Institutions. The chartered banks, 
however, do not monopolize the banking field in Canada. There 
are a number of trust companies, loan companies, and savings 
banks. 

The trust companies, organized under an act of 1914, number 
fourteen, and at the close ef 1923 had total assets of $124,338,697. 
Their operations are confined rather strictly to fiduciary business. 

There are forty-four loan companies—fifteen operating under 
Dominion charter and twenty-nine under provincial charters— 
which do a restricted banking business comparable with that of 
mutual savings banks in this country. These companies at the 
~ close of 1923 had total assets of $173,414,438, of which $122,233,- 
382 were invested in mortgages and $32,228,754 in securities. 
The loan companies operate very largely with their own capital 
and reserves and with funds raised by the sale of debentures, 
deposits contributing a comparatively small amount. 

The chartered banks have savings departments and hold the 
great bulk of the savings of the companies. The trust companies 
and the loan companies also do a savings business but under 
special restrictions. In addition to the Dominion Government 
Savings Bank, which had four branches and total deposits of 
$8,848,367 on July 31, 1924, and the Postal Savings Bank with 
$24,609,953 in deposits on the same date, there are a number of 
other special savings institutions. Mention should be made of 
the Provincial Government Savings Offices of Manitoba and On- 
tario with deposits of $7,400,000 and $13,700,000, respectively, on 
October 31, 1923; of the Montreal City and District Savings Bank 
with $50,638,530 in deposits in January, 1924; and La Caisse d’ 
Economic de Quebec with deposits of $11,595,985 at that date. 

In conclusion it should be stated that the relations between 
Canadian and American banks are of an intimate character. Al- 
though the banking systems of the two countries differ greatly in 
their principal features, the close interrelations of trade and indus- 
try in Canada and the United States bring Montreal, Toronto, 
Winnipeg, and Vancouver in close touch with New York, Boston, 
Chicago, Buffalo, Cleveland, Detroit, and Seattle, in a banking 
sense. Canada is one of our best customers. Upward of $2,500,- 
000,000 of American capital are invested in Canadian Government 
(Dominion, provincial, state) and industrial securities. Scores of 
American industries have branch factories and scores of American 


692 MONEY, CREDIT AND BANKING PRINCIPLES 


business concerns have offices in Canada. Moreover, several of 
the Canadian banks have offices in New York and other American 
cities and practically all of them ordinarily keep large balances in 
New York banks or employ them in the New York call-money 


market. Since the war, Canadian banks have based their inter- 


national transactions to an increasing degree on American dollar 
exchange. 

Accordingly, Canadian banking operations are of special interest 
to American bankers and merchants, not merely because the Cana- 
dian system differs so much from our own, nor because of the 
close financial and commercial relations between the two countries, 
but also because Canadian banking has made such great progress 
on a sound basis and has amply met in its own conservative yet 
reasonably progressive fashion, with the minimum of Government 
regulation, the needs of a great and rapidly expanding Common- 
wealth. 


QUESTIONS AND EXERCISES 


1 WO ed 


. Outline the organization of the Canadian banking system. 

. Compare the note issue of Canadian banks with that of the Federal 
Reserve banks; the Bank of England.’ 

3. Explain the reserve policy of Canadian banks; the loan and discount 
policy. 

4. What relation has the bank to the management of industry? 

5. Have Canadian banks successively stood the test of crises? 


6. What changes have taken place in the Canadian banking system in recent 
years? ‘ 


CHAPTER XIX 


THE BANK OF FRANCE AND THE FRENCH 
-CURRENCY SITUATION 


Tue Bank of France is a privately owned institution, 
but the Government of the nation exercises close super- 
vision over its affairs. The governor and two sub- 
governors of the bank are appointed by the President 
of France upon the nomination of the Minister of Fi- 
nance. The Bank’s most important function is to regulate 
the paper currency of the nation and maintain the specie 
reserve. Next is its function as a banker’s bank. 
Finally, it acts as fiscal agent for the national govern- 
ment and in times of emergency, it advances money to it. 
During and since the World War these advances have 
been enormous and the decline in the value of the franc 
shows the result——|Ed. Note.] . 


A.—Functions and Operations of the Bank of France * 

Perhaps the first and most important function of the Bank of 
France is that of making and regulating the fiduciary currency ot 
the nation and the correlative function of maintaining the specie 
reserve. Next in importance, in normal times, may be placed its 
relation to the other banking institutions of the nation, its func- 
tion of being a bank for banks. Then, in a very true sense, the 
Bank of France is a bank for all of the people, not merely for 
large corporations and for people of wealth but for every citizen 
who requires banking services. Lastly, the Bank of France has 
important relations with the national treasury. These in times of 
stress become paramount and dominant. 

Bank of France Notes. Since 1848 the Bank of France has 
enjoyed the exclusive privilege of issuing the fiduciary currency 
of the nation. The total amount of notes which may be circulated 
by it at any one time is nominally regulated by law. Actually, in 
normal times, the circulation is regulated by the requirements of 

* From French Public Finance, by Harvey E. Fisk, Bankers Trust Co., 


New York. 
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commerce, The amount of notes in circulation rises and falls with 
the needs of business as reflected by the discounts and loans of the 
bank. Thus the seasonal fluctuations in trade decide the note 
issues. Therefore, normally, every note has its counterpart, 
either in the metallic reserve or in bills and loans of short duration 
which are constantly maturing. The growth in volume and size of 
commercial transactions, even before the war led to a steady in- 
crease in the amount of notes in circulation, as shown by the fol- 
lowing table covering the forty years of peace lying between 
1873 and 1913. 


BANK OF FRANCE CREDIT MEDIA AND CREDIT STRUCTURE—1873-1912 
(In francs—000,000 omitted) 


Specie reserves Credit media Credit structure 
, Di Dis- 
Five-year averages % Mose All oes se : % ES: 
Actual | credit ra ee Dee Total credit rate 
3 lation ‘ and 5 
media posits s media | aver- 
- loans 
age 
TTS HUST Ts cote eo cratsigks = 1,520 | 52.52 | 2,580 314 2,894 | 1,513 | 52.28 | 3.83 
VS 7S=1E82% cafe ha) dope et 2,010 | 70,68 | 2,430 414 2,844 | 1,244 | 43.74 | 3.04 
PESS—USST | occa 5.0 os che ares 2,200 | 66.18 | 2,840 484 3,324 | 1,696 | 51.02 | 3.02 
TSSSeT802 foie nes cs 2,520 | 69.49 | 2,970 656 3,626 942 | 25.98 | 2.99 
1S93=1897,.085 sae antes 3,150 | 74.80 | 3,550 661 4,211 945 | 22.44 | 2.22 
PEOB=190 2 ovate ata a letierees 3,320 | 71.92 | 3,970 646 4,616 | 1,184 | 25.65 | 2.91 
WO FeLOOT ee oe vice tees 3,770 | 72.81 |, 4,490 688 5,178 | 1,319 | 25.47 | 3.09 
pA] Och 1) (9a nc 4,160 | 70.71 | 5,140 743 5,883 | 1,713 | 29.12 | 3.11 


In time of war all this is changed. The state which in time 
of peace is forbidden to borrow from the bank now becomes the 
chief borrower. The note issues instead of expanding and con- 
tracting with the needs of business expand rapidly as the state 
requires funds. The governor of the currency engine—the specie 
reserve and the loans and discounts—no longer functions. The 
only check against unlimited expansion is the exercise of the good 
judgment of the minister of finance in not forcing the bank to 
issue notes beyond an amount which will destroy their value in 
exchange for munitions and services required for the conduct of 


the war. The next table shows the facts year by year from 1913 
to the end of 1921. 
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BANK OF FRANCE CREDIT MEDIA AND CREDIT STRUCTURE—1913-1920 
(In francs—000,000 omitted) 


Specie reserves Credit media Credit structure 
: Advances to 
Meal Discounts and loans ate torrad 
averages % : 
Amt. | credit re ts ad Total 
media . % Dis- |Close of} % 
Amt. | credit | count] year | credit 
media | rate amt. | media 
OES iE pate. s 3,972 | 61.16 | 5,665 830! 165495 2,374 1-36.53) Il 400. adie cis,ailiganvct ove 
1914..... 4,405 | 49.48 | 7,325 | 1,556 | 8,881 | 2,314 | 26.05 | 4.22 3,900) 43.91 
IIS is 4,700 | 31.77 {12,280 | 2,541 |14,821 928 6.45 | 5.00 |! 5,630) 37.98 
1916..... 5,280 | 29.83 {15,552 | 2,149 |17,701 | 1,669 8.87 | 5.00 |} 9,030] 51.58 
TOL 5,517 | 24.53 |19,845 2,645 |22,490 | 1,783 7.87 | 5.00 |115,715| 69.93 
£905)... 5,690 | 18.49 |27,536 | 3,230 |30,766 | 2,089 6.77 | 5.00 |120,676| 67.20 
1919 a. ois 5,852 | 15.49 |34,744 | 3,028 |37,772 | 2,293 6.07 | 5.00 |129,255| 77.45 
i 0 5,812 | 13.93 138,186 | 3,463 |41,649 | 4,045 9.71 | 5.73 |130,580] 73.42 
Actual 
Status 
1914 


July 2 | 4,696 | 63.10 | 6,051 | 1,232 | 7,283 | 2,538 | 34.44 | 3.50 
1921 


Dec. 29! 5,804 | 14.80 |36,487 | 2,743 |39,230 | 4,804 | 12.35 | 5.50 |24,600 | 62.48 


1Includes advances to the State under Law of August 6th and December 26, 1914, and 
Treasury Bonds for account of advances made to foreign governments. 


It will be observed that from 1914 to 1921 advances to the 
state reached a maximum (in the latter part of 1920) of 26,800 
million francs, since reacting to 24,900 million at the close of 
1921. These advances involved a corresponding increase in cir- 
culation, which then stood at 36,417 million, about seven times 
the average status of 5,230 million for the six years prior to 1914. 
If we deduct the advances to the state we find that the amount 
of the note issues not offset by such advances, say 11,500 million 
francs, is almost exactly double the total note issue just prior to 
the declaration of war. Deposits, too, have slightly more than 
doubled. On the other hand, we find that commercial loans and 
discounts have also doubled and, in our study of the credit struc- 
ture, we found that this was apparently true of the banking situa- 
tion taken as a whole. 

Although the note circulation has increased sixfold since 1914 
wholesale prices today are only about three times what they were 
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in 1913. It is true that in the spring of 1920 they were nearly 
sixfold the 1913 average. There have evidently been other 


forces than the increased volume of currency at work affecting | 


prices, otherwise the maximum reached in 1920 should have been 
retained until now instead of being nearly cut in two. Just what 
is the effective note circulation it is difficult to determine because 
of the propensity of the French people to hoard money. If they 
cannot obtain specie they will hoard bank notes. The increased 
volume of business calls for a substantial increase in the volume 
of notes, especially in France where even today, after earnest 
efforts to popularize the use of cheques, transactions to a large 
extent are settled with actual cash. 

The Specie Reserve. There is no fixed specie reserve which 
the bank is legally required to hold against either notes or de- 
posits. The amount of the reserve is left to the discretion of the 
management. As may be seen by reference to the above tables, 
the policy of the bank always has been to maintain a large 
reserve. It will be noted that between 1877 and 1913 the reserve 
nearly equals the notes in circulation. Thus, up to the time of 
the war, Bank of France notes were practically specie notes. We 


use the term specie, rather than gold because the French money. 


is theoretically bimetallic. Therefore the bank reserves the right 
to redeem its notes in either gold or silver, and carries a sub- 
stantial minimum amount of its specie reserve in silver. How- 
ever, the bank uses this right with discretion and only to the 
extent which appears necessaty in order to prevent an unjusti- 
fiable weakening of the gold in its vaults. In no case has the 
bank ever charged any premium on French gold in redemption of 
notes. 

As we have already pointed out, all through the war the bank 
succeeded in maintaining and even increasing its specie reserves, 
but manifestly it would have been impossible to maintain the con- 
vertibility of its notes in the face of steadily increasing issues. 
Very wisely the specie holdings have been used to protect the 
entire banking structure and especially international credits. 

Discounts and Loans. The Bank of France discounts for any 
corporation, firm or. individual having an account opened on its 
books. Paper to be discountable must bear three signatures, two 
of which ordinarily must be those of citizens. Paper to be dis- 
countable must mature within three months. Bills may be pay- 
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able in Paris or in any one of the 601 towns where the bank 
undertakes to collect bills. 

The third signature may be replaced by a deposit of securities 
accepted as collateral for loans, or by warehouse receipts, or may 
be given once for all by a separate deed of guaranty. 

The bank also makes loans upon collateral. The securities 
accepted are generally only such as are issued or guaranteed by 
the nation, the departments, the municipalities or French colonies, 
such as the bonds and stocks of French railroads, the bonds of 
the Crédit Foncier and bonds created by French cities or depart- 
ments or the Governor General of Indo China, the Governor Gen- 
eral of Algeria or Tunis, and loans contracted by the colonies 
and countries under French protection which are regularly au- 
thorized and also upon the obligations issued by the Crédit Na- 
tional to facilitate the repair of the damage caused by the war. 
The amount of the loan to be made against these different classes 
of securities is determined by the general council of the bank. 

The bank has a system of mixed accounts for which the securi- 
ties deposited serve alternately, and according to the position of 
the account either to guarantee advances made, or discounts 
granted to the same customer. 

A very important part of the bank’s bills discounted comes 
from rediscounts for other banks, especially for the great credit 
establishments. It is for this reason that these great banks with 
their numerous branches and tremendous volume of business are 
able to transact business on so small cash reserves. In case of 
heavy drafts by their depositors, or unusual demands for accom- 
modations from business houses, the banks can usually take a 
bundle of bills to the Bank of France and get credit for them 
on its books, or obtain a package of crisp new bank notes to place 
in their tills. It is thus that the bank, by giving or withholding 
credit, can regulate the credit situation. 

The bank does not confine its business to rediscounts for other 
banks or to loans on collateral for them or to discounts or loans 
for the great financial or commercial houses. Anyone who has 
an account with it, no matter how small, down to the minimum 
of five francs, may discount paper at any one of its offices. 

The average life of bills discounted is around twenty-five days. 
In 1921 there were 15,343,800 bills discounted in Paris, and at 
the branches and auxiliary bureaus. Of 4,646,000 bills dis- 


698 MONEY, CREDIT AND BANKING PRINCIPLES 


counted in Paris alone there were 32,604 for amounts between 
5 and 10 francs; 577,243 for amounts over 10 and up to 50 
francs; and 623,506 for amounts over 50 and up to 100 francs. 
Thus the little discounts for amounts of 100 francs or less com- 
prised about 27 per cent of the total number of bills discounted 
in Paris. 

The Discount Rate. The rate of discount at the Bank of 
France has been remarkably uniform and usually lower than that 
of other central banks. As our tables show, from 1873 the rate 
steadily declined, averaging in the five-year period 1893-1897 
only 2.22 per cent. Asa matter of fact the average rate for each 
of the years 1896 and 1897 was only 2 per cent. After 1897 the 
rate gradually advanced, reaching 4 per cent in 1913. The rate 
for a short period in 1914 was 6 per cent, but was soon reduced 
to 5 per cent in 1915, where it stood unchanged until April 8, 
1920, when it was advanced to 6 per cent to be marked down 
again to 51% per cent on July 28, 1921, and to 5 per cent in 
March, 1922. The loaning rate on securities is usually about 
Y to 1 per cent above the discount rate. The uniform and rela- 
tively low rate of discount in all parts of France has been a great 
boon to French business. 

Other Services Rendered to Public. In addition to being 
a bank of issue, of deposit and of discount, the bank renders 
other valuable services to the public. It transfers money (vire- 
ments) for its clients without charge, from one account to an- 
other, from an account in Paris to one at a branch, or from 
branch to branch. For persons not customers there is a moderate 
charge made. Such transfers between clients amounted in 1921 
to 1,199 million francs, while the number of such transfers was 
the almost unbelievable total of 35,992 million. These transfers 
are made by a simple notification to branches or the home office, 
or, if the person making the transfer so desires, he will be given 
a receipt in duplicate, one part to be retained by him (mandat 
de Virement) and the other part (avis de Virement) to be sent 
to the person to whom the money is transferred. These vire- 
ments of the Bank of France are almost exclusively used by other 
banks in making transfers between their head offices and branches, 
as well as being extensively used by other clients of the bank. 

Other methods of transferring money ate cashier’s checks 
(billets @ ordre), not very extensively used; and checks which 


THE BANK OF FRANCE | 699 


are of two kinds, direct and indirect. The direct check is pay- 
able in the locality where the account is kept, the indirect check 
is payable elsewhere. There is no charge on the direct check. 
Upon the indirect check and the billets @ ordre there was formerly 
a charge of 50 centimeés per 1,000 francs, with a minimum of 50 
centimes and 5 centimes per 100 francs additional, while the 
bank reserved the right to withhold remittance during twenty- 
four hours on checks amounting to 500,000 francs or more. 
Special efforts were made during the war, and have been made 
since, to popularize the use of checks, which prior to the war 
hardly entered into the ordinary business transactions, let alone 
transactions between individuals. To that end the bank issued 
an attractive booklet describing and illustrating the check and 
its use. 

One form of check which the bank introduced from English 
practice might well be adopted also in the United States. This 
is what is known in English banking parlance as the “crossed 
check.” A “crossed check” is payable only when presented 
_ through a bank. This is a great protection in case of loss or 
theft. The chéque circulaire is a crossed check payable at any 
office of the bank, making such a check a very convenient form 
of remittance which can be made through the mails without risk 
of loss. 

There is now no charge made by the bank for opening a deposit 
or draft account, for the books of blank checks, for the visa by 
the bank of checks which it is desired to have paid at a branch 
other than that at which the account is opened, nor for the de- 
livery of the chéques circulaires. 

The bank also issues letters of credit in the usual form, pay- 
able at any one of its offices. 

The bank issues receipts payable on sight for funds temporarily 
deposited. The receipts do not bear interest. The bank collects 
for its clients bills maturing within five days, making a moderate 
charge for the service. 

Another important service rendered by the Bank of France 
is that of safe-keeping of securities. This takes two forms, the 
renting of safe-deposit vaults and boxes, and the actual physical 
care of securities. It also watches for drawn numbers of bond 
issues. The bank will insure holders against the risk of payment 
at par of bonds held by them. Customers’ securities are kept in 
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special vaults, surrounded with every conceivable safeguard 
against fire, mob violenee or theft. The vaults are so constructed 
that in case of fire they could be filled and covered with sand. 
The special staff alone is permitted within the gratings. The 
numbers of shares and bonds are listed in’ triplicate, and signed 
by the depositor and the bank. One copy is held by the depositor, 
one by the bank in Paris and one by the Havre branch of the 
bank. At the close of 1920 there were 136,470 customers’ securi- 
ties accounts represented by 12,279,000 items. The nominal or 
market value is not given. 

The bank receives for its clients orders for securities to be 
executed upon the bourse. These orders in 1921 totaled 129,445 
and called for transactions upwards of 652 million francs. The 
bank also attended to the execution of orders for the sale of 
securities in foreign markets, London, New York, Bale, Berne, 
Geneva, and other places including Buenos Ayres. 

Relation of the Bank with the State. As we have already 
seen, the bank from its first inception has been a semi-state in- 
stitution. Its affairs have always been under state supervision, 
its chief officials are appointed by the head of the state and in 
times of stress it has always been the chief financial prop of the 
state. These facts being so, it would naturally be expected, as 
is the case with the Bank of England and the Bank of Belgium, 
that the Bank of France would handle for the state the collection 
of its revenues, the paying out of its funds and the management 
of the debt. : 

While the bank performs some of these functions, its relations 
are more nearly such as any bank renders to important clients. 

Depository of State Funds: It is the only depository of Gov- 
ernment funds upon which it is not required to pay interest. 

It acts as the cashier of the treasury, whose accountants can 
all pay in or draw upon the account of the treasury in all of the 
offices of the bank, the latter making the necessary transfers in 
order to centralize these operations in Paris for the account of 
the treasury. 

Miscellaneous Services: Since 1897 the bank has transferred 
for the treasury from one part of the country to another the 
different kinds of coin required for circulation, has furnished 
the necessary service for the issue of treasury bills and has paid 
the coupons of public securities at the same time that they are 
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paid at the government offices. All of these services are rendered 
without remuneration. , 

Loans to the State: At various times in the past, in considera- 
tion of its privileges, the bank has made loans to the treasury 
which are practically gifts because they bear no interest and are 
repayable only in case of non-renewal of the bank’s privileges. 
These loans, which aggregate 200 million francs, were made as 
follows: 60 million, June 9, 1857; 80 million, March 29, 1878; 
40 million, October 31, 1896, and 20 million, November 11, 1911. 

In 1857 the bank bought from the state 100 million 3-per-cent 
rentes. This investment in the state funds is practically of a 
permanent character also. 

In addition to these permanent loans the pate as we have 
already seen, at times of special crisis has made special loans. 
Loans of this character made since 1914 amounted at the end of 
December, 1921, to 24,900 million francs and discounts of treas- 
ury bills for account of foreign governments were 4,142 million, 
a total of 29,042 million. At the close of 1920 it was agreed that 
the loans, which at one time during 1920 stood as high as 26,600 
million, should be reduced at the rate of 2,000 million francs a 
year beginning with 1922. 

The advances which the bank made to the state during the war 
were at the rate of 1 per cent, but in September, 1914, it was 
stipulated that one year after the cessation of hostilities this rate 
should be raised to 3 per cent. This additional 2 per cent was 
not to be counted in the profits of the bank but was meant to 
form a special account of amortization destined to help in reduc- 
ing the state’s debt to the bank. 

According to the terms of later agreements this interest of 3 
per cent will be credited to the amortization account up to 2% 
per cent for the first 21 billion and 25@ per cent for the amount 
included between the 21st and 24th billion and 3 per cent (that 
is to say the total interest) for the, ? billion from the 24th to 
the 27th. 

Taxes: The bank is subjected to all general taxes imposed 
upon private companies. It also pays certain special taxes. The 
taxes paid in 1920 and in 1921 are given in table on next page. 

Both in 1920 and 1921 the bank returned to the Government 
nearly all of its earnings from Government business. We have 
already called attention to the large amount of business trans- 
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Taxes Parp BY BANK OF FRANCE IN 1920 AND IN 1921 
(In Francs—00,000 Omitted) 


1920 1921 

4, Direct contribttions . oc2 bo. ole cie 32)0 om soso of wyntleiene «lie 21 fei e ol pgs jae inete rein iayet= 7,8 8,4 

2. Stamp tax on Circulation. 5 cece dc cece 0ie oe bimielelan cle)e na) oie evrcalnl= sina = 14,9 9,0 

3. Stamp tax on shares of stock....... 0... cece e ee eee eee tere recente nee 0,1 Oe 

4. Tam Gin dividends.) i caso cll ace ale vty 5) steve aye a) 00s ale reebsud ol onic inkaleliaalals, Meir eects 5.2 Sigs 

5. Tax on dividends in excess of 240 francs per share. ........--++-+eeeeeees Petite Se LAG 
6. Royalty to the state, stipulated by Article 5 of the law of November 17, 1897, 
and calculated by multiplying the average amount of the productive cir- 

culation by one-eighth of the average rate of discount...........-.+-+- 57,0 87,2 

7. Tax upon the revenues of the debtsi.. 3.50. 00. ool a ee oe cele oe eleeier eee Pelee 0,1 0,3 

8. Share of the state of earnings from the rate of discount above 5 percent... 15,9 20,0 
9. Sinking fund (law of December 20, 1918): Special contribution upon the pro- 
ceeds of the advances to the state and discounts of treasury bonds for 

advances of the state to foreign governments..............002eeeeeeee 328,2 805,9 

10s Interest lomsbhe abover. = ate ier ciate eee esi tetene ok etaleveiytsiacei Keene Koeln 3,5 OA 

Ao A teva Or a EGR Cansei Gc OOene OME loro Toubena ano fan eOS cic 435,4 944,6 


acted by the bank for the Government for which it receievs no 
compensation. It will be seen that the Bank of France, in return 
for its valuable franchise, gives to the state in free services and 
taxes a liberal proportion of its earnings, reserving for its own 
stockholders practically only its earnings from commercial 


sources, from which must be deducted the expenses of conducting © 


the business before any dividend distribution can be made. 
These facts are brought out in the statement of the income 
account which follows. 


EARNINGS OF THE BANK OF FRANCE—1910-1921 
(In Francs—000 Omitted) 


Earnings from 


Year spats Government Grand total 
business’ 
BOLO Be Se cthcpers piakebe ites ohne teed ak ehot ito Ree 67; 2101. ane. cee 67,210 
Le A RR GARI oS DO IC MPIC oA Gore: Seem cred 80} G16. Sa tee ats ee 80,676 
Oe, oS iearcttlebe nae onee Nene RHE eicy Ath one Oe O28. a tiletehe crs aie 94,828 
WAS 3, crereie anor saree elie ye 0 tee ete 123), SO740 lanes 123 ,507 
TER ie cic SEER OER Gee » aa ae Meee 124,337 8,602 132 ,939 
WODS ete cate eerste re Bs PORK oc cienraimon saa £37; 132 56,900 194,032 
1 Croce Ret rocdac RG MMe Fes Gas a. OIG oaks 220,492 71,530 292 ,022 
I Ss SRP Ree eee eer eS PTS cA 5 ao ca oe 152.816 239 , 692 392 ,508 
air th ia trae bn ei “ie Ar ee, ind oe rte sy ne 171,851 316,304 488,155 
LT Rie eee ey AE SR AME, ain 3 Sch, Sea de 244,718 397,164 641 , 882 
LLU tt ARC Ema cts oc cc ake cone 360 ,076 474,139 834,215 
NOE iajatenc sien «caret se ae en CET Ee 456,519 953,209 1,409,728 


— 
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Income Account. The Bank of France publishes annually 
statements of income and disbursements. Following is a con- 
densed comparative statement of its operations from 1910 to 1921, 
inclusive. An inspection of this statement develops the fact that 
the war conditions greatly increased the earnings, both gross and 
net. It will be found advantageous to compare this account with 
the balance sheet. One helps to elucidate the other. 


DISPOSITION OF EARNINGS OF THE BANK OF FRANCE—1910-1921 
(In Francs—000 Omitted) 


Expenses 


ven TT asee and snes Reserve | Dividends Grand 
depre- : accounts Net total 
rare acquired 
ciation 
WOLF ae ca tres 3 9 9,298 ZO OS Washekieia © dls 8,787 25,550 67,210 
MODS cers Rites Sep 10,937 255500 | Feer Gea cise 18,689 25550) 80,676 
ORD erst acuseue ore | TANG 3 20, OOS | gacsste ins ¢ 26,999 29,201 94,828 
GS ees cieie tor seats s 18,127 30, 866 16,000 22,014 36,500 123,507 
POU tie esis 20,581 QT OST at lech Se Sen b he 30,646 34,675 132,939 
BOUS? A tevcus/slsveysiciv 23,010 Uy (Oe nae en te 43,952 36,500 194,032 
PONG. sscsce asses ss 8 39,752 144,224 12,000 52,146 43 , 800 292,022 
DOME?” Meesathetherets 163 ,329 675464 || eee 117,915 43,800 392,508 
UY eo: eG ave eiaba > 290,553 88,515 25 ,000 40,287 43,800 488,155 
LL Le I AEs 321,938 145,149 82,706 48,289 43 , 800 641 , 882 
BODO Siase chs attire its 435,410 210, 786 57,209 84,273 46,537 834,215 
DE osteo stay'a oh sisi 944,631 217,304 14,374 184,144 49,275 1,409,728 


B.—_OWNERSHIP, GOVERNMENT AND HOME OF 
THE BANK OF FRANCE * 


The Bank of France during all the period of its existence has 
maintained complete independence so far as political bias or con- 
trol is concerned. No charge has ever been made that the bank 
favored or aided any political party. 

Ownership. The bank is entirely owned by its stockholders. 
For many years none of its stock has, been held by the state, that 
which was originally purchased having been disposed of to the 
public. The stock is 182,500,000 francs divided on December 24, 
1921, among 33,781 stockholders. The par value of the shares is 
1,000 francs, equal at par of exchange to $200. Its market value 
at the close of 1921 was 5,530 francs—say, $1,106. There were 
then 11,952 stockholders holding only one share of stock each. 


* Op. cit. 
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There were 7,398 persons who had only two shares and 7,509 who 
held between three and five shares. Thus 10.6 per cent of the 
stock was held by those who owned two shares or less and over 
20 per cent by those who owned five shares or less. A very large 
percentage of the stockholders are women. Only the 200 largest 
stockholders have a voice in the management of the bank. 

State Control. Notwithstanding the fact of exclusive private 
ownership, the state in accordance with the Law of April 22, 1806, 
which it will be remembered was passed at the direction of 
Napoleon, exercises a very close supervision over the affairs of 
the bank. This supervision is secured through the fact that the 
governor and the two sub-governors are appointed by the President 
of the Republic upon the nomination of the minister of finance, — 
and are understood to be removable at his pleasure, but this 
power, as a matter of fact, has never been exercised. In case oi 
disagreements arising in regard to the internal administration of 
the bank or in regard to the application of the laws and statutes 
governing them, such matters are regulated by the council of state 
which acts when required to do so by the minister of finance. 

The Governor and Sub-Governors. The governor of the 
Bank of France, appointed as stated above, must own at least 100 
shares of the stock of the bank and each of the two sub-governors 
must own at least 50 shares. These shares of stock must be held 
by these officials during their entire term of office. The terms of 
service of the governor and sub-governors are not limited to any 
fixed period. M. Georges Pallain, who so ably guided the bank 
through the trying times of the Great War, became governor in 
1898 and only surrendered his office to his successor, M. Georges 
Robineau, at the close of 1920. 

_ According to the testimony of M. Rouland, a former governor, 
given before an official body in 1865, the governing body of the 
bank consists of two perfectly distinct elements; one being the 
portion chosen by the state and the other that chosen by the share- 
holders. The persons chosen by the state, namely the governor 
and two sub-governors, he stated, were bound to see that the busi- 
ness of the bank was carried on for the public advantage. It is 
their duty, he said, to see that the statutes of the bank are not over- 
stepped and that the interests of trade and commerce are attended 
to. It is from them that the proposals to raise or lower the rate 
of discount appear almost invariably to proceed. He claimed 
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that during 62 years it did not happen twice that the council had 
had to propose that the rate of discount should be raised or 
lowered, the suggestion had come from the governor. He said, 
“nothing of any description which concerns the great interests of 
the public, nothing which concerns the larger duty which the bank 
has to perform toward commerce and industry, nothing of all that 
class of business belongs to or is left to the discretion of the ‘in- 
terested party.” By the “interested party,’ M. Rouland is under- 
stood to have meant the governing body or council which directly 
represents the shareholders. Although this testimony was given 
many years ago, it is understood still to reflect the facts in regard 
to the importance of the governor and sub-governors in the 
management of the bank and their relations to the council, the 
position and functions of which are described in a subsequent 
paragraph. 

The governor presides at meetings of the general assembly of 
shareholders, also at meetings of the general council and of all 
committees. He is charged with the internal administration of the 
bank and with the execution of the decisions of the council, also 
of the laws and decrees under which the bank operates. It is 
understood that a great part of the detail of the management of the 
bank rests upon the two sub-governors. The salary of the gover- 
nor is 60,000 francs and of the sub-governors 30,000 francs each. 

The General Assembly. The General Assembly of the bank 
is composed of 200 of the largest stockholders who must also be 
French citizens. They must be present in person at meetings and 
vote personally. They cannot be represented by proxies. They 
have only one vote each, no matter how many shares they may hold. 
This assembly elects the regents and censors and is authorized 
to criticize the annual balance sheet of transactions presented by 
the council. 

Besides the annual meeting whichytakes place in January, the 
shareholders may be called to meet in extraordinary session if, 
through resignation or death, the number of regents is reduced to 
twelve or the number of censors to one, or if it is so ordered by the 
censors, upon recommendation of the general council. 

General Council. The General Council is composed of the 
governor, the two sub-governors, fifteen regents and three censors. 
The regents and censors are elected at the annyal meeting of tie 
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General Assembly. Three regents and one censor are elected each 
year. 

Regents: Five regents out of the fifteen must be chosen from 
among manufacturers or merchants who are shareholders of the 
bank and three from among the treasurers-general (these are 
officials of the treasury department). Regents must own at least 
thirty snares of stock during the period of their service. They are 
not paid, but a “presence slip” is given them, the value of this slip 
being determined at the general meeting. The duties of the regents 
do not differ much from those of any other director of an ordinary 
corporation. They meet at least once a week, but cannot make 
any decision unless at least ten of their number are present and 
one of the censors. They supervise all departments of the bank, 
fix the rates of discount and of interest, determine, subject to the 
approval of the censors, upon the issuance of bank notes, and make 
an annual report to the assembly of stockholders. 

Censors: The special mission of the censors is to supervise all 
the bank’s transactions and to this end they may ask to see all 
accounts, registers and securities-portfolios whenever they judge fit 
to do so. At least one censor attends all meetings of the regents 
and any action in regard to the issuance of bank notes must meet 
with their unanimous approval. They do not have the right of 
voting, but they may discuss the affairs of the bank and may pro- 
pose such steps as seem to them useful or appear to be in the 
interest of the bank. In addition to attending the meetings of the 
council, they also attend the meetings of the committees of bank 
notes, bookkeeping and securities-portfolio. 

Committees. The General Council is divided into five depart- 
ments or committees as follows: Committee of Discount, Com- 
mittee of Bank Notes, Committee of Funds, Committee of Book- 
keeping and Securities-Portfolio, Committee of Relations with 
Public Treasury and the Treasurers-General. 

Discount Board and Committee of Discount: The discount 
board was established in 1803. It is composed of twelve members 
appointed by the censors from a list proposed by the general 
council selected from among the stockholders doing business in 
Paris who own at least ten shares. Its members are renewed each 
three months and may be re-elected. They examine and pass upon 
bills presented for discount and also assist the governor and the 
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general council, in the classification of credits. This classification 
is revised each year. 

The committee of discount which is composed of three regents 
and the members of the discount board decides as to what bills 
are acceptable for discount. 

Committee of Bank Notes: This committee is renewed by one- 
third each month and outgoing members cannot be re-elected be- 
fore a period of six months has elapsed. This committee is in 
charge of transactions relating to the making up, signing and reg- 
istering of bank notes and turning them into the general funds. 
It supervises the verification of canceled notes or those taken out of 
circulation and also sees that all formalities in regard to their can- 
cellation are strictly carried out. Among such formalities is the 
very important one of reducing canceled notes to a paste. 
Formerly canceled bank notes were burned within the premises 
of the bank, but at present they are put into iron cylinders and 
reduced to a paste which is sold to French industries and used in 
the making of cardboard. All these different transactions are 
noted on a special register in the presence of the general secretary, 
the comptroller general and the chief accountant of bank notes, and 
a report is made to the general council. It is also the duty of the 
committee to examine all claims in regard to bank notes deteri- 
orated by use or accident. As stated above, the censors must 
unanimously approve the acts of this committee. 

Committee of Bookkeeping and Securities-Portfolto: This com- 
mittee is organized in the same manner as that on bank notes. Its 
duty is to supervise the accounting of the bank and examine securi- 
ties held in the portfolio. It controls the annual classification of 
credits which the discount department notes carefully each day. 
It also keeps a register of bankruptcies, on which register are 
entered each day the date and names and other information in 
regard to each bankruptcy. 

Committee of Funds: This committee is renewed every three 
months and is charged with the verification of the cash and 
securities at least once a week. 

Committee of Relations with Public Treasury and the Treas- 
urers-General: This committee is renewed by one-fifth every six 
months. Outgoing members cannot be reelected before a period 
of six months has elapsed. Its duty consists in the supervision of 
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the relations of the Bank of France with the public treasury and 
treasurers-general. 

Branches. On December 31, 1921, the Bank of France had 604 
“bankable places.” These included the central office and 16 other 
offices in Paris and its suburbs; and in the provinces 147 full 
branches, 71 auxiliary bureaus, and 369 agencies.- The annual 
report for 1921 states that the business of the branches and 
agencies amounted in 1921 to 43,927 million francs, 34,641 million 
in the provinces and 9,286 million in Paris and its suburbs. As 
the business at the main office in Paris amounted to 20,794 mil- 
lion it will be seen that the provincial branches handled a little more 
than 52 per cent of the total business of the bank for the year. 
The bank is constantly opening new branches or agencies as the 
general business conditions make it desirable to do so. 

Management: The business of the branches is conducted under 
the supervision of a manager appointed by the President of the 
Republic upon the nomination of the minister of finance, upon 
recommendation to him of three candidates by the governor of the 
bank. The manager is assisted by a local board of directors 
selected from among the best qualified commercial, industrial and 
agricultural representatives in the region where the bank is located. 
The policy of the bank is to leave as much initiative as possible in 
the conduct of the current business of the branches to their man- 
agers. The managers are assisted by the members of their local 
board in whom they find authorized and enlightened interpreters 
of the commercial needs of the region where the bank is located. 
Their management is subject to control and regular inspection 
from the central office in Paris. Matters of exceptional impor- 
tance must be referred to the central bank under whose supreme 
authority the managers of the branches always remain. The 
managers receive fixed salaries and certain perquisites, such as 
living apartments, light and heat. The members of the local board 
of administrators receive no regular pay except for the “presence 
slips” similar to those received by the members of the general 
council of the parent bank. 

Each branch upon its establishment is allowed a capital fixed by 
the general council. 

Auxiliary Offices. The management of the auxiliary offices is 
the same as that of the branches except that the managers have no 
local board to assist them. All discounts are referred to the man- 
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ager and the local board of the branch to which the auxiliary is 
related. : 

Employees. Pensions: Since the origin of the bank a system 
of pensions has been in force which is. particularly advantageous 
to the employees. After thirty years of service an amount is 
guaranteed to each person having a right thereto equivalent to at 
least one-half of the annual salary. The bank also adds benevolent 
allowances which it gives out of its general resources and which 
are fixed according to the services rendered and to the personal 
condition of the employee. 

Investments of Pension Fund: The pension fund on December 
31, 1921, held 225 shares of the Bank of France, upwards of four 
and a half million francs in Government bonds and over eight 
million francs in other interest bearing securities. The pension 
fund for women employees at the same date held interest bearing 
securities having a par value of 1,429,000 francs. 

Profit-sharing: The bank allows all of its staff to participate 
in the results of particularly productive years by a general and 
exceptional allowance. 

Number of Employees: At the close of the year 1921 there 
were 1,790 regular employees connected with the central bank 
and 3,235 connected with the branches and auxiliaries, a total of 
5,025. In addition there were 7,763 persons employed by the day. 

The Home of the Bank in Paris. The central office of the 
Bank of France is located in Paris at No. 1 rue de la Vrilliére. 
The main entrance is through a court, the gates of which open 
toward a little street leading out to the Place des Victoires. There 
are three other large courts. It faces on four streets. This build- 
ing was originally constructed in 1620 for Raymond Phélippeaux, 
duc de la Vrilliére, Secretary of State, by Francois Mansard. It 
was bought from the family of La Vrilliére in 1705 by M. Rouillé, 
afterward General Director of the Finances, from whom it was 
purchased in 1713 by the Comte de Toulouse, son of Louis XIV 
and Mme. de Montespan. By inheritance it became the property 
of the Duc de Penthiévre, who was one of those to lose his life 
during the Revolution, when the property appears to have been 
confiscated by the state. The national printing office was estab- 
lished there where it remained until 1808. In 1803 the Bank of 
France purchased the building from the Government and in 1811 
entered upon its occupation. Since then the building has several 
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times been enlarged, the last improvements having been of a very 
recent date. The exterior of the bank building is quite severe, but 
it is relieved by some fine statuary. The interior arrangements of 
the bank provide for handsome waiting rooms for the public and 
offices for the executive staff, with very fine and complete ar- 
rangements for the convenient conduct of the business by the 
large force of employees. 

The incomparable Galerie Dorée of Mansard is still preserved. 
In this salon of the old palace, with its wonderful interior in Louis 
XV style and its famous paintings, have always been held the meet- 
ings of the general council and the annual assembly of the share- 
holders. The governor’s offices, just across the corridor, are large 
but severe in style. 

To give some idea of the size of the bank building it may be of 
interest to note that the galerte des recettes, which handles col- 
lections of all sorts throughout Paris, has 275 separate cages 
and cashiers’ windows, each cage containing one teller and two 
assistants. 

In the cellars of the bank are located the money and securities 
vaults, where there are stored not only the gold and silver, the 
stocks, bonds, and other securities of the bank, but also the securi- 
ties, jewels, and other valuables of its many clients. 

The bank is carefully guarded night and day not only by its own 
special officers but also by soldiers detailed for that duty. 

The bank owns much property contiguous to its main office, 
which in time will be improved with additional buildings as its 
business may require. 

In addition to the group of buildings in which its head office 
is located, the bank owns dignified buildings in Paris and its 
suburbs, and in the provinces, in which the branch offices are 
housed. 


C.—CURRENCY REFORM IN FRANCE * 


Since the end of the war, the currency situation in 
France has been dominated by the conditions of the public 
finances of the nation. Reparations payments were not as 
much as were expected and the question remained un- 


* By Charles Gide, Professor of Political Economy, University of Paris, 


in the Report of the Gold and Silver Inquiry Commission of the United 
States Senate, 1925. 
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settled until the Dawes Plan was put into effect. Large 
sums were needed to maintain the military establishment 
and to carry on reconstruction work in the devastated 
areas. Because of the fact that the nation has an enor- 
mous foreign as well as a large internal debt, and that 
the French people are averse to paying direct taxes, it 
is obvious that those concerned with the revenues of the 
Republic have a difficult task upon their hands. 

Attempts have been made to remedy the currency situa- 
tion, but the results have not been very satisfactory. The 
Budget has been reformed, but the currency is still in a 
bad condition. Currency reform entails decision as to a 
rate at which to stabilize the franc with respect to gold, as 
raising it to its pre-war value would be hazardous to in- 
dustry, which has become accustomed to the new levels. 
The necessity for devaluation is recognized, but it is 
hoped that it can be avoided. Stability is the chief thing 
sought for at present.—[Ed. Note. |] 


Being in the country, far from Paris, I am not in a position to 
prepare an article on the vast problem of money. I shall try, how-- 
ever, to answer in a few words the special question you have asked 
regarding “the return to the gold standard in France.” 

I can see three possible solutions of the question. 

The first is the return to the pre-war status; that is to say, defla- 
tion. This implies the balancing of the budget, discontinuance of 
all borrowing, the repayment to the Bank of France of the war 
advances until the total of the outstanding notes shall have been 
reduced, not quite to the 1914 level of fifty-eight hundred millions 
—an amount insufficient for our present needs—but to eight or ten 
billions, all this leading up to the termination of the irredeemable 
legal tender notes and the resumption of gold payments. This 
solution is advocated by our economists and financiers and adopted 
in official circles. While optimistic, it can not be characterized as 
utopian, for the financial situation of France is not as bad as often 
stated, and I believe that it would not require extraordinary effort 
to bring about the balancing of our national budget. But together 
with my colleague, Professor Rist, I belong to the small number of 
heretics who believe that, granting even that this solution were 
practicable, it would not be desirable. For the return to the gold 
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franc would lead to the following consequences: (a) It would im- 
pose upon the State treasury a crushing additional burden in the 
shape of repayments of the principal of the debt and interest 
thereon, and, on the other hand, would confer unjust financial 
benefits upon its. bondholding creditors by repaying them in gold 
the amounts received from them in depreciated paper. (b) It 
would cause a fall in the price level, though perhaps not to the 


1914 level—for, even in terms of gold, prices have risen consider- 


ably above the former level—and thus bring about a calamitous in- 
dustrial crisis. (c) It would provoke violent labor conflicts, as the 
workmen would not easily accept a reduction of their wages to the 
pre-war level. Similarly, the State officials and employees would 
protest against the return to the pre-war salary level. : 

The second possible solution would be the demonetization of the 
franc and its replacement by a new monetary unit at par with gold. 
This new unit might be called livre (pound) or écu if it were 
desired to choose a name from among those of coins used in 
ancient France. The franc would then be exchanged for the new 
coin at the current rates of exchange, say about thirty centimes, and 
then lose its legal tender quality. 

This is the solution adopted in Russia, where the ruble was re- 
placed by the chervonetz, and in Poland, where the mark was 
replaced by the zloty. It is evident that such a measure constitutes 
state bankruptcy, though affording in itself the great advantage of 
liquidating the financial situation. But such a radical solution was 
easier to adopt by Russia and-Poland than it would be by France. 
In the first place, because to the Bolshevik government bankruptcy 
spelt no great terrors, since it already had decreed the abolition of 
all debts. For Poland the mark was not a national currency, but 
rather the reminder of foreign domination. Moreover, in both 
countries the currency had declined in value to such an extent that 
it was utterly out of question to ever see it rise again. 

In France the situation is not the same. The franc has a certain 
claim to consideration which, notwithstanding its present extreme 
depreciation, does not permit its utter discard. Moreover, the 
French people, especially the rural population, who still regard 
government credit intact, would not accept a demonetization of the 
franc that would do away with three-fifths of their interest re- 
ceipts, not merely on the bonds subscribed by them during the war, 
but also on tase sh=erihed ip enld francs before war. A govern- 
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ment that would undertake the risk of such a measure could not 
survive, and possibly the Republic itself would be in danger. 

It should be also noted in this connection that both in Poland 
and in Russia this substitution of one form of paper currency with 
unimpaired value for another become worthless (monnaie av 
papier in place of monnaie de papier) has had as a consequence, 
not at all foreseen, a great rise of prices. 

The third solution is the maintenance of the status quo and it is 
this solution which to us seers the best. True, it can not be re- 
garded heroic in character. It may even be characterized as a solu- 
tion of “indolence” ; however, it could be easily defended even on 
scientific grounds and, at all events, it is the one that will be best 
accepted by public opinion, which will accommodate itself to it 
quite easily. 

In fact, what does it matter, whether the franc at present has no 
more than one-third of its former value? In the course of its long 
history, ever since the time it bore the name of “pound” (livre), 
its value has kept on decreasing. In the sixteenth century, after 
the discovery of the mines in America, its value declined by four- 
fifths ; on the diagram which presents a summary of its history, the 
Great War will merely mark a new fall of the curve. 

What does it matter that present-day prices are three or four- 
fold the pre-war prices? The public is now used to them and the 
new generation will find these prices altogether normal. On the 
contrary, a return to the old prices would seem to them disastrous. 

Does it matter much that it may be necessary to give up definitely 
the idea of redeeming the note in gold? I can not see any incon- 
venience therein. In the future the legend “this note redeemable 
in specie at sight” which continues to appear on our bank notes and 
which for the last ten years has been a legal myth, may be dis- 
carded, but nobody will pay the slightest attention to its suppres- 
sion.. The last war has confirmed the opinion, often expressed by 
me, that in case the value of the note is,founded upon limitation of 
volume, it is entirely independent of the possibility of redemption 
and the existence of adequate cover. 

- But, it will be said, under these conditions the france will be- 
come a national currency only and lose its use for foreign pay- 
ments. In dealings with foreign countries it may then be necessary 
to make use of a foreign currency, the dollar or the pound, pend- 
ing the time when, as we hope, an international currency will be 
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created. But this is already the present situation—all that is 
wanted is that it be continued. A double system of prices may thus 
develop; one in francs, and the other in dollars. But even now in 
Paris at the hotels frequented by foreigners reckoning is made 
in dollars. 

It is our opinion that a system of irredeemable bank notes—i.e., 
of paper money pure and simple, may become the normal monetary 
régime for domestic circulation, and it will be sufficiently stable, 
provided its issues are not in excess of néeds. It is true that goid 
is the natural money, but it is equally true that the substitution of 
an artificial implement for the natural one has always been the 
sign of progress, as for instance the watch for the sun, the auto for 
the horse; then why not paper for gold? 

In a recent bulletin of the Chase National Bank of New York 
(August, 1924) I read: “Throughout Europe there is an immense 
gold hunger.” Not at all; what would we do with this gold? We 
should rather leave it in the possession of the United States, who, 
like King Midas, before long will vainly seek to rid itself of it. 


D.—CURRENCY, CREDIT, AND PRICE MOVEMENTS, 
1914-1924 * 


When the war started in 1914, France, like the other belliger- 
ents, was in need of immediate funds. The Government turned 
to the Bank of France, with which it had a previous arrangement 
whereby the bank was to advance credits to the Government in 
case of public emergency. The bank responded, and by the end 
of 1914 had made advances to the Government amounting to 
nearly 4,000,000,000 francs. The Government needed money 
promptly, and during these early months of the war looked very 
largely to the bank for its requirements.t The Bank of Algeria 
also made advances to the Government after the war commenced 
in 1914. The demands upon the Bank of France were great, and 
as advances to the Government increased, the bank was called 
upon to pay out large sums of circulating notes. 

Immediately after the outbreak of the war the Government made 

* Gold and Silver Inquiry Commission of the United States Senate, 1925 

} Prior to the war the advances of the bank to the Government stood at 
200,000,000 francs. This loan did not bear interest and the amount was 


fixed in 1911 when the bank’s charter was renewed. The loan was granted 
in consideration of the exclusive right of issue which the bank enjoyed. 
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arrangements to borrow internally by the issuance of bons de la 
défense nationale. These were issued in small denominations and 
were of short maturity. Their popularity was widespread and 
they were bought by the people generally and also by the banks. 
Financing by long-term obligations commenced in November, 1915, 
when a consolidation loan of about 15,000,000,000 francs was 
floated. The subscriptions were paid partly in bons de la défense 
nationale and partly in cash and other items. Other consolidation 
loans were floated at the rate of about one a year. These loans 
were chiefly funding loans for the purpose of reducing the debt 
to the bank and retiring part of the short-term obligations which 
had mounted up during the intervening periods. 

In addition to domestic borrowing, France borrowed in foreign 
countries, notably in Great Britain and in the United States. In 
October, 1914, an issue of treasury bills was floated in London. 
Treasury bills were also sold in New York in the latter part of 
that same year. The Anglo-French loan, of which France received 
one-half, or $250,000,000, was floated in New York in the latter 
part of 1915. When the United States entered the war, direct 
advances were made by the United States Government to the 
French Government. Cash advances out of the proceeds of Lib- 
erty loans amounted to $2,933,000,000, and advances of surplus 
war. material amounted to $407,000,000. 

In 1916 the French Government requested holders of securities 
of neutral countries to lend the securities to the Government. The 
holders received a negotiable receipt in return, and, in addition to 
the regular dividends, were given a bonus of 25 per cent of the 
income. The foreign securities obtained in this way were used 
by France as security for loans placed abroad, similar to the plan 
adopted by Great Britain. France made advances to several of 
her allies in the form of war materials and credits at the Bank of 
France. The largest advances were to Russia and to Belgium. 

France did not adopt a policy of high taxation as a means to 
finance the war and to back up a borrowing program. Opposition 
to direct taxation has always been more or less pronounced in 
France, and the Government before the war secured the larger 
portion of its revenue by indirect means, through monopolies and 
indirect taxes where the burden is largely concealed. With the 
coming of the war France did not increase taxes very greatly. 
The increases that came were made gradually and at first did not 


716 MONEY, CREDIT AND BANKING PRINCIPLES 


prove very fruitful. There was a feeling that the war should be 
financed by loans which could be paid off when the war was ended. 
Furthermore, French finances were not in a very healthy condition 
- when the war started. Business was more or less depressed, and 
the tax system needed revision and was unadaptable to war-time 
conditions. France was also hampered in increasing her revenue 
by the fact that the most productive section of the country was 
occupied by the Germans ; and, furthermore, a large percentage of 
the earning population was in the army. An income-tax law was 
enacted shortly before the outbreak of war, but was not put into 
effect until 1916. 

The Bank of France suspended specie payments on August 5, 
1914, to avoid a depletion of its reserve. The notes had been 
redeemable continuously since the first of 1878. In addition to 
suspending specie payments, the Government declared a mora- 
torium affecting the Bourse and the banks. The moratoriiim was 
promptly extended to include a large variety of debts. The legal 
limit to the amount of notes which the Bank of France might 
issue, which was 6,800,000,000 francs when the war started (fixed 
in 1911), was raised August 5, 1914, to 12,000,000,000 francs. 
Other measures raising the limit followed at frequent intervals, 
and the limit now (January, 1925) stands at 41,000,000,000 
francs. The following figures show the changes in the minimum 
amount of notes which might be outstanding: 


LEGAL MAximum Limits oF Note IssuE oF BANK OF FRANCE 


Francs . 
December) 295191 lewraiseditosn® 2h a) ot. See Gee 6,800 ,000 ,000 
August a LO1A raised tO4 +be.tacicastad sate meee 12 ,000 ,000 ,000 
Mays Somes il LOUIS Se raiseGrto rea snatae eae yn er Te -... 15,000,000 ,000 
March LS ALO UO. raised tke ae, cAteh, toe op cence eens 18,000,000 ,000 
Rebruary 2 5,.\90i, raisedsta sen eine aes cc ee eee ee 21,000,000 ,000 
September 10,)19t/raised' to Aen. eee eee eee 24 ,000 ,000 ,000 
Febritaryy y 7ja1918 ;raisedito.cei 3. ee eee nee 27,000,000 ,000 
May Sp nl O18 rats edittoy iy mney beet, pet re 30 ,000 ,000 ,000 
Septembernwo, lOLS. raicedatOr. apenas ere ae ee 33 ,000 ,000 , 000 
February $255 1910 Sraiseditomecs-n.5 o0 7 eicy haere eae 36,000 ,000 , 000 
July Tito lOVraisedatamemcurs cose see ee ee 40 ,000 ,000 , 000 
July 31521920 Seaiseditowree wo. ene .- 43,000,000 ,000 
September 285 1920 necdticedatosepeis site, eee ee ee 41,000 ,000 ,000 


Inflation in France commenced at the very outset of the war. 
As the Bank of France made advances to the Government and as 
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Government securities went to the various banks for discounting, 
credit and currency expanded. Deposits in the large private 
banks in France also expanded, as shown in chart sixteen. De- 
posits of the Bank of France increased from about 1,000,000,000 
francs during the first part of 1914 to nearly 3,000,000,000 francs 
by the first of 1915. By the end of 1917 they had risen to over 
3,000,000,000 francs and by the middle of 1918 reached the high 
point of 4,000,000,000 francs. After this date deposits declined, 
although they again reached 4,000,000,000 francs during 1920. 

The inflation in France during and after the war was both 
currency and credit inflation. The use of checks has never been 
developed in France * as it has in the United States and elsewhere, 
so that the increases in the note circulation were an important 
part of the inflation in France, the notes being issued largely 
against Government obligations. After the beginning of the war 
the circulation outstanding doubled in one year’s time—from the 
middle of 1914 to the middle of 1915 notes outstanding increased 
from about 6,000,000,000 to about 12,000,000,000 francs. As the 
war progressed and the bank continued to advance funds to the 
Government the circulation correspondingly increased. The ac- 
companying chart shows the condition of the Bank of France from 
1910 to the present, and the deposits of three large private banks. 
The outstanding feature of the chart is the large increase in the 
note circulation and in the advances to the Government during and 
after the war. 

It will be observed that prior to the war the circulation appears 
to have been more or less constant. The fluctuations, however, 
were more than might appear from a casual glance at the curve. 
Thus, from the middle of 1912 to the first of 1913 the increase 
was from about 5,000,000,000 francs to nearly 6,000,000,000 
francs, an increase of about 20 per cent. It will be noticed that 
after the beginning of the war increases in the note circulation 
follow very closely increases in the adyances to the Government. 


* A law was adopted in August, 1924, to encourage the use of checks in 
France. Holders of bills hitherto have declined to accept checks in pay- 
ment, since in the event that the check is not honored the holder has not only 
parted with the bill but has lost the opportunity to protest nonpayment, 
since the law required that protest be made on the day following the due 
date, and checks ordinarily required at least 24 hours for clearance. The 
new law, among other things, extends the period allowed for protest to 
from five to eight days, and compels the debtor to restore the bill to the 
holder in the event of nonpayment of the check. 
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At the end of the year the Government ordinarily liquidates a 
portion of its debt to the bank. Thus on several occasions the 


advances show a decline at the close of the year, and, correspond- - 


ing to this, the note circulation also declines. 

The note circulation continued to increase after the close of the 
war until in 1920 it amounted to nearly 40,000,000,000 francs, the 
highest point until 1924. The Government profited by the un- 
happy experiences of some of the European nations which in- 
dulged in large issues of paper money, and in the latter part of 
1920 made strenuous efforts to check the increasing note circula- 


Bank of France—Note Circulation, Gold Reserves, Deposits, and Advances 
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tion. In September, 1920, the maximum limit to the note issue 
was reduced by decree from 43,000,000,000 francs to 41,000,000,- 
000 francs, where it still remains. At the end of December, 1920, 
by convention between the Government and the Bank of France, 
it was agreed that the limit to the advances from the bank to the 
Government should be reduced from 27,000,000,000 francs to 
25,000,000,000 francs at the end of 1921 and that thereafter they 
should be reduced 2,000,000,000 francs each year. At the end of 
1921 the Government fulfilled its obligation in this respect, but at 
the end of 1922 was able to pay back only 1,000,000,000 francs, 
and the bank accordingly released the Government from the re- 
quired payment, and by agreement of December, 1922, the maxi- 
mum advances for 1923 were fixed at 24,000,000,000 francs. 
Again, at the end of 1923 the Government was able to repay only 
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800,000,000 francs and the bank released the Government from 
the required payment of 2,000,000,000 francs. The maximum for 
1924 was retained at 24,000,000,000 francs. At the end of 1924 
the Government repaid 1,200,000,000 francs, part of the money 
coming from the loan floated in the United States in November, 
1924. The maximum advances for 1925 were reduced to 22,- 
000,000,000 francs.* 

In the first part of 1924 the note circulation rose rapidly to new 
high points and during the year on several occasions was close to 
the legal maximum of 41,000,000,000 francs. Funds received by 
the Government from the $100,000,000 loan floated in the United 
States in November, 1924, and from internal loans (about 4,000,- 
000,000 francs) strengthened the position of the Government so 
that the note circulation was held within the legal limit. 

The new purchasing power which was brought into existence 
through inflation in France during and since the war was arti- 
ficially created purchasing power, created not because of need, for 
increased media of exchange but to provide the Government with 
additional revenue. There was not a corresponding increase in 
commodities, and therefore the increase in power to purchase: 
commodities tended to raise prices and depreciate exchange rates. 

Along with the rise in prices in France in terms of paper 
money, a premium on specie developed. Gold disappeared from 
circulation soon after inconvertibility was inaugurated in 1914, 
but silver continued to circulate later. Finally, the silver coins 
also disappeared from circulation, in accord with Gresham’s law, 
the silver in the coins being worth more than the face value of 
the coins. Some of the silver has been melted down or exported, 
but large amounts still exist in the form of hoards. The Gov- 
ernment endeavored to draw into the bank all the gold possible, 
and passed laws to that effect. The exportation of gold by private 
persons was prohibited. The preceding chart shows how the gold 
reserves of the bank increased from the outbreak of the war 
until the spring of 1916, when gold wes exported to facilitate 
purchases abroad. Since the first of 1917 the gold reserves of the 
bank have been practically constant. 

In order to supply the demand for small currency resulting 
from the withdrawal of silver the chambers of commerce were 


* The advances to the Government bear interest of 3 per cent, but of this 
amount 2%4 per cent go to amortize the principal. 
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authorized to issue small notes, secured by equivalent amounts of 
bank notes deposited with the Bank of France and later by funds 
in the treasury. The total amount of these notes issued was 
about 465,000,000 francs. In the fall of 1921 the amount still © 
in circulation was 232,500,000, while a year later the amount was 
slightly over 280,000,000 francs. Since this date they have dimin- 
ished steadily, as new metal token coins (aluminum-bronze and 
“ nickel-bronze) of fifty centimes, one-franc and two-franc denomi- 
nations were put into circulation by the Government. By the end 
of 1923 the amount of the new coins minted was 589,500,000 
francs. The chamber of commerce notes have now been prac- 
tically supplanted by the new token coins. These coins have been 
issued in the name of the chambers of commerce, which name 
appears on the coins; but the Government has borne all the 
charges. The value of the metal in these coins is so slight that 
they are in the same category as the paper francs, although they 
. are much more convenient and are more economical than paper. 
The coins are looked upon as only temporary, and it is intended 
ultimately to replace them with silver. 

After the armistice in 1918 prices in France declined, but from 
the middle of 1919 to the spring of 1920 experienced a spectacular 
rise. The period following the close of the war gave opportu- 
nities for large profits, due to the intense demand in all parts of 
the world for articles which the close of the’ war permitted to 
become available, and due also to the general optimism in regard 
to a quick recovery of trade and business. The need for economy 
and readjustment was not generally appreciated, but instead the 
temporary prosperity and boom led to over-expansion and inflated 
market values. This period of boom and rapidly increasing infla- 
tion came to an abrupt end in 1920. Soon the severe depression 
was bringing losses and unemployment to many individuals. The 
depression and fall in prices were part of a similar movement 
throughout the world. The result of deflation was a more sound 
basis for business but was secured at the expense of a great deal 
of distress. 

Since the middle of 1922 prices in France have been tending 
upward unevenly, and in 1924 touched levels not reached since 
1920. This increase in prices has taken place -accompanying a 
slight increase in the note circulation, although through deliberate 
effort the circulation has not increased very greatly; however, in 
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1924 new high levels were reached. In addition to the currency 
inflation, credit inflation has also taken place, as shown in the 
curve for deposits of private banks in the preceding chart, and the 
recent rise in prices is accounted for in large part by the continued. 
borrowings on the part of the Government to make up the deficit 
- in the budget. Government obligations have gone into the banks 
and have served as the basis for credit. The bons de la défense 
nationale. have increased greatly, so that the floating debt has 
become large. These national defense bonds are short-term inter- 
est-bearing obligations which are issued in: small denominations 
and are negotiable. The Government has been spending large 
sums of money, received not from taxation but from borrowing. 

In recent months improvement has been taking place in the 
finances of France, and the currency system is being divorced 
from Government finance, so that the depreciation of the franc 
seems to have been checked. Although borrowing still continues 
and must until budget equilibrium is attained, the borrowing is on 
a declining scale. 


E.—GOVERNMENT FINANCE * 


The depreciation and fluctuations in the value of the franc have 
been due in large measure to disturbed conditions in French public 
finances. Continued borrowing for current needs and resulting 
inflation and rising prices have been the outstanding cause of 
currency and exchange disorders. France has been confronted 
with a situation which made large expenditures necessary. The 
industrial regions which were devastated have been a source of 
expense instead of yielding revenue, and the reconstruction ex- 
penses have been heavy. An over-estimate of the amount of 
reparations which could be collected from Germany did not con- 
tribute to the rigid economy necessary to balance the budget. 
Unsettlement as regards the reparation problem was a hindrance 
to economic recovery and to stability in Government finances. 
France has felt that a large military establishment was necessary, 
and military expenditures have been a heavy burden. 

The following table shows the income and expenditures of 
France and the deficits which have had to be met by borrowing. 
The figures from 1922 to 1924 represent credits voted by the 

* Op. cit. 
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chambers. Figures for 1925 are estimates of the Ministry of 
Finance, not yet voted (January, 1925). Preliminary figures of 
actual receipts and expenditures, substantially diffierent from those 
shown in the table, can be found in the subsequent discussion. 
The figures in the table show that from 1914 to the present 
expenditures each year have been very much in excess of receipts. 
Recent figures show considerable improvement. The budgetary 
system of France is somewhat complicated and data are given in 
such a way that accurate figures as to the Government’s financial 
condition are difficult to obtain. For example, France has a 


general budget, a special budget of expenditures recoverable from 


Germany (now merged with the general budget), twelve annex 
budgets, special treasury budgets, and, finally, supplementary cred- 
its attached to budgets of former years. Furthermore, the budget 
as voted is not final but is subjected to increases as need arises. 
Various items, such as military expenditures, are distributed 
throughout several or all of the above. The twelve annex budgets 
are attached to the general budget and voted at the same time. 
The most important of the annex budgets are the following: state 
railways, posts and telegraphs, and railways of Alsace and Lor- 
raine. The purpose of this system is to facilitate bookkeeping, 
but the effect is to render more difficult a comparison of total 
receipts and expenditures. The special treasury budgets are also 
largely bookkeeping arrangements. The total credits granted 
under the twelve annex budgets for 1923 amounted to over 
5,000,000,000 francs, compared to total credits of over 23,000,- 
000,000 francs, voted in the general budget. Expenditures under 
the annex budgets thus constitute an important part of the total 
expenditures. 

The fiscal year in France begins January 1. The general and 
special budgets for 1923 were not finally adopted, however, until 
June 30 and July 18, respectively, of that year. The delay was 
due largely to debate over the question of whether the interest of 
about 4,000,000,000 francs on reconstruction loans should go into 
the general budget or into the special budget of recoverable ex- 
penditures. The controversy was finally decided in favor of 
showing interest in the general budget, which was made nearly to 
balance at about 23,500,000,000 francs. The special budget, how- 
ever, allowed for expenditures of about 13,500,000,000 francs, 
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which were to be recovered ultimately from Germany.* This net 
deficit was to be met, as in former years, by Government borrow- 
ing. The deficits in the budget do not include interest on the debts 
to the United States and Great Britain, which is considerably in 
arrears. 

Due to the delay in voting the 1923 budgets, Parliament at the 
same time made the 1923 ordinary credits applicable also to the 
year 1924. Ordinary credits for the 1924 general budget, as thus 
provided in the fiscal act of June 30, 1923, amounted to nearly 
22,000,000,000 francs. By law of December 30, 1923, extraor- 
dinary credits of nearly a billion and a half francs were added. 
Certain other additions made the expenditures in the general 
budget for 1924 total about 23,500,000,000 francs. Revenues for 
1924 were provided for by law of December 29, 1923. Due to 
increases in revenues which were being realized, the estimated 
revenues for 1924 were made to balance with expenditures in the 
general budget. 

The continued depreciation of the franc at the end of 1923 and 
the first part of 1924 caused anxiety to the Poincaré Government. 
The depreciation was damaging to the Government since it caused 
a loss of confidence in the Government’s policy. The Government, 
therefore, announced in January, 1924, that it would undertake 
financial reform immediately, and a bill was presented to Parlia- 
ment containing important reform measures.t This supplemen- 
tary fiscal bill, which was adopted March 22, 1924, provided 
among other things for a flat increase of 20 per cent in most of 
the taxes, and for a reduction in expenditures of 1,000,000,000 
francs through the introduction of economies. The Herriot Gov- 
ernment, which came into power in June, 1924, had announced 
that it favored tax reduction. However, it was forced to pursue 
more or less the same financial policy as the Poincaré 
Government.t 


* Later about 1,000,000,000 francs were added to the budget of recoverable 
expenditures. 

+ The Government in obtaining the $100,000,000 loan from J. P. Morgan 
& Co. early in March, 1924, assured the bankers that it would press the 
financial reform measures in the Senate, the Chamber having already taken 
a favorable vote. 


~The Herriot Government undertook a general survey of the financial 


position of France and in December, 1924, the Minister of Finance presented 


a general “balance sheet of France,” in which the assets were set forth as 
796,830,000,000 francs and the liabilities at 660,320,000,000 francs. 
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The effect upon French public finances of the various financial 
measures adopted in the spring of 1924 has been healthy and the 
country’s financial condition is much improved. Revenues for 
1924 proved to be larger than estimated and it appears that the 
general budget for 1924 will approximately balance at something 
over 25,000,000,000 francs. Expenditures for reconstruction, 
which made up the former special or recoverable budget amounted 
in 1924 to about 13,000,000,000 francs, nearly two billions more 
than anticipated in the voted budget. Of this amount taxes pro- 
vided for about 3,500,000,000 francs, leaving between nine and ten 
billion to be met by loans through the Crédit National.* This 
amount of between nine and ten billion francs represents approx- 
imately the net deficit for 1924 of expenditures over revenues, 
and is thus lower by about three and one-half billion francs than 
was anticipated. 

The 1925 budget, as proposed in the latter part of 1924, showed 
an excess of expenditures of only about half a billion francs, and 
it is to be hoped that these estimates can be fulfilled. The former 
special budget has been abolished and this general budget with 
total expenditures of nearly 34,000,000,000 francs includes ex- 
penditures for reconstruction to the extent of about seven billion 
francs as compared with about thirteen billions spent during 1924. 
The total expenditures in the 1925 budget also show the costs of 
the army of occupation. The revenues include payments to be 
received from Germany under the Dawes plan and in this 
respect Germany is counted upon for one billion francs in repara- 
tions and also for 675,000,000 francs for costs of military occupa- 
tion. The unification which France has accomplished in the 
presentation of budgetary accounts is commendable. The pro- 
posed 1925 budget is on the following page. 

The internal debt of France in June, 1924, amounted to about 
278,000,000,000 paper francs, and the foreign debt, including 
inter-Governmental debts, to nearly, 40,000,000,000 gold francs 
(about $7,700,000,000).t+ Calculating the franc at a value of 


* The “Crédit National pour faciliter la Réparation des Dommages causés 
par la Guerre” is an incorporated company formed in November, 1919, for 
the purpose of making payments for account of the state for war damages 
and for reconstruction. 

+ In November, 1924, France contracted in the United States a loan to the 
extent of 100 million dollars in gold. These bonds were 7-per-cent twenty- 
five-year bonds and were issued to the public at 94. The money was for the 
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FRANCE—BUDGET FOR 1925 
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about five and one-half cents, the foreign debt of the Government 
on this date amounted to about 140,000,000,000 paper francs, and 
the total debt to about 418,000,000,000 francs. 

Cash advances from the United States Government to’ France 
totaled $2,933,000,000, and advances of surplus war material 
amounted to $407,000,000. Interest on the latter sum has been 
paid as it came due, but interest on the former has been accumu- 


purpose of paying the annual interest of about 20 million dollars to the 
United States Government for war supplies left by the United States armies 
in France, for reducing the debt to the Bank of France, and to provide for 
credits in the United States to continue the relative stabilization of exchange 
rates. In the latter part of 1924 an internal loan to the extent of about 
4,900,000,000 francs was floated. A large part of the subscriptions were 
received in national defense bonds or Treasury bonds. 
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lating. The total debt to the United States Government, irfcluding 
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interest due, amounted on November 15, 1924, to $4,137,000,000. 


) Offsetting the total debt of France are credits which France has 
granted to foreign countries, credits, however, which are of doubt- 


ful value in some instances. The following figures show the 


credits of France with foreign governments at the end of 1924: 


FRENCH LOANS TO FoREIGN GOVERNMENTS (JUNE 30, 1924) 
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Millions of 
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One of the important items in the French debt is the large 
amount of short-term internal obligations outstanding, especially 
‘the bons de la défense nationale. These run for only a few 


‘months and as they mature must be met by new issues. Official 


‘statements regarding the amount of these national defense bonds 
outstanding vary, but the amount is now probably about 56,000,- 
000,000 or 57,000,000,000 francs. In addition to these national 
‘defense bonds and to the short-term Treasury bills are the ad- 
vances of the Bank of France to the Government, which amount 
to about 23,000,000,000 francs. This represents war advances 
and the amount has been decreasing in recent years, although the 
repayments have not ‘been as anticipated in agreements with the 
bank. The table on the following pages shows the public debt 
of France from 1890 to 1924. 


F.—STABILIZATION * 


In the early part of 1924 the fluctuations in the value of the 
franc were extremely wide, as already noted, although in the last 
* Op. cit. 
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part of the year the fluctuations became less. The fluctuations and 3 
depreciation in the early part of 1924 were so great as to cause 
serious disturbances to importers, exporters, and to the people in — 
general. The rising cost of living was irritating to the French 
people, and the evils of a fluctuating and depreciating currency 
were so great as to lead to weakened confidence in the franc and 
in French finances. As the situation became increasingly serious 
the Government adopted vigorous reform measures. While con- 
ditions are now improved, the franc is far from a stable unit and © 
its fluctuations are still a source of difficulty and are hindering the 
recovery of the country’s trade and economic life. 

The franc is now worth in American money about 5% cents, 
compared with 19.3 cents before the war. A certain amount of 
sentiment has existed in France for raising the value of the franc 
ultimately to its former par. Repulsive as it may be to recognize 
depreciation and to reduce the gold value of the unit to a fraction 
of what it was previously, the present franc is a very different 
unit from the former franc and should be looked upon as a new 
unit, distinct from the old one. The existing paper franc has been 
the unit for several years at approximately its present value and 
the change from one unit to another worth more than three times 
as much is a most serious matter, even if spread over a period of 
years. 

Raising the franc to its pre-war gold value would involve not 
only great injustice, but serious disturbance and maladjustment 
for the entire country. Such procedure would be retracing to a 
certain extent the difficult years through which France has just 
passed. Business has now become more or less adjusted to the 
present level of values and there seems little to be gained by 
going back to the pre-war level, while on the contrary, there is 
very much to lose by so doing. A gradual raising of the value of 
the franc would mean a prolonged period of deflation and business 
depression with resulting business failures and unemployment. 
The rise of the franc in March and April, 1924, showed that a 
rising franc was practically as much of an evil as a falling franc. 
With a rising franc individuals who have borrowed in terms of 
paper francs find the value of the francs they must repay con- 
tinually increasing, so that they pay back more than they borrowed 
from the standpoint of purchasing power. 

The burden of the Government debt would be trebled by a 
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return to the pre-war level. Most individuals who have loaned 
money to the Government loaned depreciated paper francs and if 
they were repaid in gold francs would realize a large profit at the 
expense of the Government. 

The arguments in favor of a return to the former level are 

largely ones of sentiment and the avoidance of any intimation of 
repudiation. However, if devaluation is looked upon as repudia- 
tion, repudiation has already taken place, since the franc is already 
depreciated, and restoring the franc to its old level would not 
overcome the difficulty, since this step would not compensate many 
of the individuals who have lost through depreciation. - Stability 
rather than a return to the pre-war level is the goal to be sought. 
‘The height of the level is of little importance and while business 
soon becomes adjusted to any particular value of a currency, it 
can not become adjusted to a rapidly depreciating and fluctuating 
currency. As a practical matter, devaluating the old franc, or 
maintaining the present franc at approximately its existing value, 
is almost a necessity. 
_ The Government does not desire to deal with the question of 
devaluation until the time for currency reform arrives, since 
opposition might be needlessly aroused if such a policy were 
announced. Also, the Government does not desire to devaluate 
until there is assurance that stability can be maintained, since it 
does not desire to devaluate twice. The Government had hoped 
that devaluation could be avoided, and while it does not yet for- 
mally accept devaluation, the necessity of such a measure is gener- 
ally recognized: When the time for currency reform arrives, 
opposition to devaluation may again become evident but probably 
will not be a source of great difficulty. 

Curreficy reform and the return to the gold standard in France 
involve the selection of a rate at which to stabilize the franc with 
teference to gold. The considerations have to do with determin- 
ing the gold value of the present franc, or with determining what 
is the present purchasing power of the franc in terms of gold. 
For this purpose current exchange rates are useful, but since they 
are subject to uncertain market and other conditions, they should 
be supplemented by purchasing power parities, which show the 
value of the franc on the basis of price levels. The value of the 
franc according to purchasing power parities has been a little above 
its value according to exchange rates almost continually since the 
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end of 1919. Exchange rates have reflected the strong demand 
for dollars, due to disturbed conditions in Europe, and purchasing 
power parities probably present a better picture of what might be 
considered a normal value for the franc in view of fundamental 
conditions, although certain allowances are to be made in inter- 
preting purchasing power parity figures. Exchange rates and pur- 
chasing power parities for the franc are coming into closer 
harmony and indicate a value for the franc at the present time of 
somewhere around six cents. Determination of the rate at which 
the franc should be stabilized thus offers no great economic diff- 
culties. 


France—Gold Value of Total Note Circulation on Basis of Exchange 
Rates and on Basis of Purchasing Power Parities, 1912-1924 [Basis of 
exchange rates, monthly; basis of purchasing power parities, quarterly, 
1914-1917, monthly, 1918-1924] 

Millions of dollars Millions of dollars 
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The gold value of the total note circulation of France is also 
useful in studying the value and movements of the franc. The 
value of the total circulation is showing signs of more stability, 
indicating more healthy conditions in the currency system. The ac- 
companying chart shows the gold value of the total note circulation 
of France computed according to two different bases. These gold 
values have been obtained by multiplying the total note circulation 
outstanding by the value of the franc expressed in current exchange 
rates, and by that expressed in purchasing power parities of the 
franc with the dollar—i.e., the value determined by the ratio of 
the price level in France to that in the United States. It will be 
noticed that the gold value of the circulation before the war was 
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relatively constant. According to currency theory when the note 

circulation increases the value of the unit becomes less, and thus if 

other things remained the same, it would be expected that the total 
value of the currency would remain fairly constant. Although 
this appears not to have been the case, when certain factors are 
allowed for, the movement of the curves is about as would be 

expected. During the war the exchange rates were maintained 

artificially at a high level. The value of the franc was not a 
natural one, and when the note circulation is multiplied by it an 
abnormally large value results from the total. Thus the gold value 
of the circulation during the war appears very large on the basis 
of exchange rates. On the basis of purchasing power parities, 
however, the total value did not increase so greatly. 

_. The gold value of the note circulation before the war was a 
little over $1,000,000,000 while at the present time it is about 
$2,500,000,000. This increase is accounted for largely by the fact 
that the present note circulation constitutes practically the entire 
circulating medium of the country and is taking the place of a 
large amount of silver and gold coins which circulated before the 

war and which are not included in the above pre-war figures. 

The metallic coinings from 1795 to 1914 amounted to about 18,- 
000,000,000 francs, two-thirds of which were gold. If half of 
these had been exported, lost, or withdrawn from circulation 
there would have remained before the war about 9,000,000,000 
francs with a value of between $1,500,000,000 and $2,000,000,- 
000.* This would make the gold value of the total pre-war cir- 
culation close to that of the present total circulation. 

The fluctuations in the value of the total circulation in recent 
years have been due to various causes. Exchange rates and price 
movements have been erratic due to the disturbed conditions. 
Furthermore, the rapidity with which the currency circulates has 
undergone change, since when the currency was depreciating people 
did not desire to hold it longer than necessary, so that the rate of 
circulation thereby increased. This had the effect of reducing the 
value of the franc, without any increase in the amount of circula- 
tion outstanding having taken place. Thus in the first part of 

* Other estimates have placed the metallic circulation in 1913 at about 


six and one-half billion francs. This amount would have a gold value of 
about one and one-quarter billion doliazs 
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1924 when depreciation was very rapid, the gold value of the 
circulation declined, and then incréased as confidence was 
restored. 

Movements of the curves for the gold value of the total circula- 
tion since 1919 indicate that in view of the changed conditions as 
compared to before the war, a normal value for the total circula- 
tion is now about $2,500,000,000. If this gold value of the total 
circulation assumed as normal (about $2,500,000,000) is divided ~ 
by the number of units outstanding (about 40,000,000,000 francs), 
a gold value of the franc is arrived at of about six cents. Thus, 
on several scores the indications are that a value of around six 
cents would be an appropriate one at which to stabilize, assuming 
gold remains stable.* 

Stabilizing the franc at a point in harmony with its present value 
would permit a return to the gold standard in the near future and 
a return to circulation of metallic currency, both gold and silver. 
France now probably has about 2,000,000,000 francs less gold 
than in 1913. The gold reserve in the Bank of France amounts 
to about 3,500,000,000 francs, which is a trifle larger than before 
the war.t However, this gold probably represents the greater 
part of the monetary gold in France since none is in circulation, 
as was the case before the war.t Gold is doubtless hoarded in 
France, but during the first part of the war the Government made 
strenuous efforts to draw gold out of hiding, and from patriotic 
reasons large amounts were turned over to the Bank. Thus the — 
gold reserve in the Bank of France increased during these early 
years, as shown in chart on page 735, As the war progressed, large 

*It will be noticed that this method utilizes the values expressed in 
exchange rates and in purchasing power parities. The chief feature of this — 
method is the determination by inspection of what might be considered the 


normal value of the total circulation, and the division of this by the number 
of units outstanding. 

+ This does not include gold to the extent of 1,864,300,000 francs which 
statements of the bank show as held abroad. This gold was sent to England 
during the war to serve as collateral for credits there. However, the gold 
was sent by the British Government to the United States during the war to 
purchase supplies in the United States and thus has passed out of the con- 
trol of the French Government. This item represents merely a credit 
partially offsetting the debt to Great Britain. 

{The amount of gold in the hands of the public in January, 1920, has 
been estimated at two and one-half billion francs (currencies after the war; 
League of Nations, 1920.) This would make the total monetary gold in the 


country amount to about six billion francs, compared to similar estimates of 
about nine billions before the war. 
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quantities of gold were exported in order to serve as security for 
credits abroad. 

_ In order to commence redemption of its notes in gold, the Bank 
of France needs a somewhat larger gold reserve than it now has. 
When redemption of specie payments is begun an amount of gold 
should be available, which is sufficient to meet freely ‘all demands, 
and to inspire confidence in the currency system. While the size 
of the bank’s reserve is now larger than before the war, the 
amount of notes outstanding is larger and when convertibility is 
restored, heavy demands for gold may ensue at the outset. 

The present reserve of the bank, inasmuch as it is not being 
used, has practically no effect upon the value of the franc, but 
forms a substantial nucleus from which to start when reform is 
undertaken. The following table shows the gold and silver re- 
serves of the Bank of France at the end of each year since 
1910: 

GOLD AND SILVER RESERVES; BANK OF FRANCE 
[End of Year; 000,000 Omitted] 
[Source: Official Reports] 


Gold! Silver Gold! | Silver 

f 

BRO te AER cs Sy 3,289 827 NOD Sie. «4 Wbns yah nee 3,441 318 
Ra eg ce aa sete lays 3,213 812 TOTO TE a ey ee 3,600 | 268 

| OD. ys ie ane ea anna 3,207 689 OZ ean store meters: Bow 266 
BOs ee ee es Os <a Giclee Ph 640 ODT eee tate 3,576 | 280 
BOA Peet cee eos. 4,158 | 356 LODO EMRE REA: Reed: 3,670 | 289 
Me sale teietlet aye v4 sp 52015, | 9352 1 ODS re etripeet., Sat03 3,676 | 297 
| CG ae ib tan 3,383 295 LOD MSs Berce ost tote cine 3,681 305 
het suaas 55s 3,314 | 248 


_ 1 Does not include gold held abroad to the extent of 1,864,300,000 francs. - 
2Dec. 24, 1914. 


France is now in a position to consider measures for currency 
reform and a return to the gold standard. The reparations ques- 
ee is no longer a disturbing factor, and general economic im- 
provement is in progress. A return to the gold standard offers 
many advantages and does not involve difficult or impossible 
requirements, especially since the Bank of France is not in a weak 
position as regards gold reserves. Other countries around France 
are stabilizing or have already stabilized their currencies with 
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reference to gold. Some of these countries have experienced 
extreme conditions in depreciation and economic chaos. The 
following European countries now have relatively stable currencies 
with reference to gold: Austria, Czechoslovakia, Hungary, Get- 
many, Poland, Latvia, Lithuania, Russia, Sweden, Switzerland, 
and Holland. 

The primary requisite for a return to the gold standard in 
France is the avoidance of any inflation, both currency and credit, 
and improvement in financial conditions, so that the price level 
may become stabilized. Premier Herriot declared in the Chamber 
in January, 1925, that under no circumstances would the Govern- 
ment permit any further inflation of the currency. Inflation in 
France has been due primarily to the continued deficit in the 
budget, which necessitated borrowing for Government needs. The 
Government finances are now in a better condition, so that infla- 
tion is being checked. Conditions in France have become so 
improved that Government finance is rapidly ceasing to be a 
source of disturbance to the currency system. The deficit in the 
estimated 1925 budget is not very great. If the borrowing that is 
necessary until equilibrium in the budget is attained comes from 
savings and not from commercial or bank credit, i.e., if the Gov- 
ernment obligations are absorbed by investors and do not go into 
the banks, inflation and rising prices can be avoided.* 

In order to return to the gold standard relative stability in 
prices in France should be accomplished. This would lead also to 
relative stability in exchange rates. Both of these events are 
already transpiring to an encouraging extent. The next step for 
France would be the determination of the value at which to 
redeem the franc in gold and the selection of a date after which 
redemption would take place. The rate for redemption in gold 
should, of course, coincide as far as possible with the current gold 
value of the franc. The Bank of France ought also to strengthen 
its gold reserve somewhat. This could be accomplished by the 
Government paying back part of its debt to the bank in gold or 

* Raising the bank rate on advances from 7 to 8 per cent in September, 
1924, and of the discount rate from 6 to 7 per cent in December, was in the 
direction of avoiding inflation. In January, 1924, the rates were raised, but 
this did not succeed in preventing inflation, since the Government easel 
borrowing. The currency outstanding has never exceeded the legal maxi- 


mum of 41,000,000,000 francs, although late in December, 1924, the cir- 
culation was very close to this figure 
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through foreign credits to be taken in gold, such as the German 
loan of 1924 to get gold for the Reichsbank. 

In returning to the gold standard it might be desirable for 
France to adopt a new unit distinct from the present paper franc 
or from the previous gold franc and to exchange the present francs 
for the new unit according to the gold values of the two units. 
Thus if a gold unit worth about twelve cents were selected, 
approximately two of the present francs would be exchanged for 
one of the new units, of if a unit worth fifty cents were chosen 
the Government would exchange eight and a fraction of the 
present paper francs for one unit of the new currency system. If 
a new unit is adopted, one should be selected which would not 
complicate unnecessarily conversions into other currencies. Since 
most currencies at present have no fixed permanent gold value, 
the dollar, or perhaps the pound sterling, would be an appropriate 
unit to which to adjust. A ten-cent unit, for example, like the 
unit of Lithuania, has much to be said in its favor. 

If France were to return to the complete gold standard, redeem- 
ing the notes freely in gold and permitting the importation and 
exportation of the metal without restraint, relative stability in 
prices and exchange rates would take place automatically, and 
unless the Government financed itself by inflation the country 
would be in no danger of losing all its gold, as has sometimes been 
pretended. If the gold standard is left to function without inter- 
ference, it would not break down, since as gold leaves the country 
the gold that is left becomes more valuable. If gold or its equiv- 
alent is the only form of unlimited legal tender, so that creditors 
can demand payment in gold and not be forced to accept irre- 
deemable paper money, this need for gold would prevent an undue 
withdrawal of the metal. If gold reserves tended to be depleted, 
interest rates in France would tend to rise and funds to flow to 
France, so that exchange rates would become altered, making the 
exportation of the gold unprofitable. ». Movements of gold also 
tend to cause changes in price levels, so that unless artificial inter- 
ference is interposed gold is distributed among the gold-standard 
countries in accordance with need—that is, it goes where the 
demand is strongest and where it will buy the most. Thus if gold 
tends to be drained from a country, it becomes more valuable in 
that country, and unless irredeemable paper money is permitted to 
take the place of gold as legal tender, a country need have no fear 
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of losing all its gold. The operation of these forces under the 
gold standard is well known and needs no emphasis here. 

A settlement of intergovernmental debts is desirable, but is a 
question distinct from currency reform and does not preclude a 
return to the gold standard. Such a settlement will improve the 
Government’s finances, strengthen the credit of France, and in- 
crease confidence, thereby creating a good background for cur- 
rency reform, but aside from this, debt settlement has no direct 
bearing upon currency reform. The fact that France may have 
larger foreign payments to make than before the war will not 
imperil the currency system. ‘ Foreign commitments are paid 
primarily in goods rather than in gold, and abundant experience 
has shown that a stable currency is not dependent upon a “favor- 
able” balance of trade. 

Artificial stabilization of the franc, which was undertaken in 
March, 1924, has proved relatively successful, because accom- 
panying circumstances have been favorable. As a temporary 


measure such procedure has merits under certain conditions, but 
unless fundamental conditions are such as to lead to stability, 
artificial expedients will prove unsuccessful or very costly. Sta- 
bility with reference to gold can be accomplished most easily and 
surely by making the franc actually convertible into gold or the 


equivalent. 


Industry in France is fairly prosperous, and the country has 


recovered to a large extent as regards productive capacity. In 
1924 general production showed good increases over previous 


years. The following figures show the production of coal and of . 


pig iron in France. 


PRODUCTION OF CoaL AND Pic IRoN 
[Thousands of Metric Tons] 
[Source: Bulletin Mensuel de Statistique] 


Coal | Pig iron Coal | Pig iron 
1924—January..... 4,927 586 1924—July....... 5,046 636 
February... .| 4,807 590 August..... 4,905 656 
March Et ay ot 5,017 640 September .| 5,006 641 
April eee 4,765 651 October... .| 5,341 660 
Mayne 4,865 658 ‘ November..]....... 634 
Jone. ae 4,544 | 630 3 
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Egemalernect has been reduced, as shown by the following 
figures of the number of laborers in receipt of benefit: 


OY EOS Bic SOB eR oO Ren eae 47,331 
TEAS APEC et a cs ae aA ares ee Ob ae Re ee 4,884. 
Nel LCN CLOT EC cpt td tn ety bt tena earn 2,087 
12 4A ATMAAL Verein e cs ease See AOE MNES ois ooieks Weed Oe 1,248 
J BRE Ceci BENIN Rata Se Angin) AR lacs SHES De InP Sat Be eae ca 1,042 
IMBUCHaEN Ee tao mactonreet hee ee cate ee es 1,022 
PNPOELL Labs, Seca Als tee A as ne ich ee as Shee 750 
WWiai PR ate. See etties ak oe thal? Peet) Saab ldo 805 
ROVE arte iii ce Ae ss hee « ons ating tha phen > sucht dose Phd oaregaie g 547 
AE hea hs Set dt age ne Beco ee Eee ee, Se 490 
ANVISGE SBN sane hates WOR BCRS Sor 5 ake pel crema IRM i a 475 
NIE DUCHIDELe Ree Me crens te oreo tercrt tes Cake eet athe am 447 
WOCLOBEE Het eh Met eee 6 IRE, ELD SRG 9 403 
INOVEMIGCOA. epesTA ete Ad es < soe os Neola ale a thoes Hatake 451 


Reconstruction of devastated districts which has been taking 
place since the close of hostilities is well on toward completion and 
is giving the country much new economic equipment. The coun- 
try is fundamentally in a sound condition, but the absence of a 
stable currency is a serious deficiency and one of the chief sources 
of the economic difficulties before the country. The advantages 
to France of the introduction of a stable and secure currency 
system through the adoption of the gold standard are great. 
Placing the currency upon a sound basis would increase confidence 
and improve the credit of the nation so that funds could be 
obtained on much less onerous terms than has been the case in 
recent loans. The benefits of a sound currency system to a 
country have been illustrated clearly by the experiences with 
unstable currencies and then with stable currencies of countries 
such as Austria, Poland, Hungary, Germany, and Russia. Re- 
forming the currency would contribute to the prosperity of 
France as almost no other single measure. 


QUESTIONS AND EXERCISES 


1. Compare the Bank of France and the Bank of England with respect to 
note issue, reserve, discount rates, credit structure, relation to the state, 
management, and branches. 

2. What is the trouble with the French currency? 

3. What relation existed between the currency and credit expansion and 
prices from 1914 to 1924? 

4. Criticize the French Government’s financing. 


CHAPTER XX 


GERMANY’S FINANCIAL SITUATION AND THE 
FRENCH DEBT 


THE payment of the German indemnity and European 
debts will require a long period of slow adjustments. 
Among the constructive accomplishments up to 1926 are 
the Dawes Plan; the stabilization of currencies, partic- 
ularly the German mark and the return of the pound 
sterling to par; the tendency for long-term adjustment 
of European debts to United States after the English 
settlement plan, with larger cancellations in the cases of 
Italy and France in the form of low interest rates ; and the 
Locarno: pact wherein Germany and France virtually 
agree to restore good will between the peoples of the two 
countries. Any summary of the situation at the present 
time is subject to all the changes of economic and politi- 
cal circumstances, both national and international—l[ Ed. 
Note. ] 


A.—THE DAWES PLAN EXPLAINED * 


A Non-Technical Summary of Its Main Features. The 
most important political, financial and economic question be- 
fore the world today is, “Will the Dawes plan be put into 
operation?” Though the Dawes Report was made public the 
10th of April, if the average well-informed man is asked today 
what the Dawes plan is, he is likely to say that it is something 
to do with German reparations, which is probably as far as he 
will be able to go. 

The following has been prepared by Barron’s as non-technical 


summary of the main features of the Dawes plan, omitting num- 
erous details and minor modifications: 


OBJECT 


The object of the Dawes Plan, which is presented as an indivisible unit, 


is to prescribe a practical method for the payment of reparations, whose 


* Barron’s Weekly, June 9, 1924. 
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success will depend upon its being to the selfish interest of all parties, 
Germany included, to carry it out. 

It aims to set up machinery to provide the largest practicable annual 
payments from Germany and to enable maximum transfers to be made to 
Germany’s creditors. 


Main FEATURES 


1. German fiscal and economic unity is to be restored by discontinuing 
special taxation and business interference in occupied territory. 

2. German currency is to be stabilized by the creation of a new bank of 
issue with a capital of 400,000,000 gold marks ($100,000,000). 

3. Annual reparation payments from all sources are set at 1,000,000,000 
gold marks ($250,000,000) in the first year, rising to 2,500,000,000 gold 
marks ($625,000,000) the fifth year, increasing thereafter with the “index 
of German prosperity.” . 

4. Germany to raise a foreign loan of 800,000,000 gold marks ($200,000,- 
000), proceeds to be used toward making the first. year’s reparation pay- 
ments. 

5. The German railroad system to be mortgaged for 11,000,000,000 gold 
marks ($2,750,000,000), 5 per cent bonds to be delivered to the Reparations 
Commission and the interest to be paid directly by the railroad system. 

6. German industrial companies to be separately mortgaged to an aggre- 

gate of 5,000,000,000 gold marks ($1,250,000,000), 5 per cent bonds to be 
delivered to the Reparations Commission and interest paid directly by the 
industries. 
_ 7. German taxation to be made as heavy as in Allied countries. No 
reparation payment to be made out of taxation’in the first year; a tax on 
railroad gross receipts to be paid over directly in the second year and there- 
after; reparation payments owt of the general tax levy to begin in the 
third year. ; 

8. All reparation payments, including the foreign loan, are to be made 
into the new bank to the credit of an agent for the Reparations Commission, 
who is to decide how, when, and in what form remittance shall be sent out 
of the country. 


AMERICA’S Part 
United States participation in the foreign loan of 800,000,000 gold marks 


($200,000,000) is obviously expected though not mentioned in the text of 
the plan. 


The Main Features Explained. A more detailed outline of 
the foregoing main points, follows: 

1. German Fiscal and Economic Unity. The fiscal and economic 
unity of Germany is to be restored at once, meaning particularly 
that special levies on occupied territory shall cease and no restric- 
tions shall be imposed on the freedom of trade between such 
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territory and the rest of Germany. Purely military occupation is 
not affected. 

It is recognized that stabilization of the currency and balancing 
the budget are interdependent and must precede the resumption 
of regular reparation payments. 

2. New Bank of Issue. Currency stability is to be effected by 
the creation of a new bank which for fifty years is to have the sole 
right to issue notes under restrictions which will maintain their 
parity with gold. 

Its capital is to be 400,000,000 gold moat ($100,000,000 ) — 
100,000,000 gold marks ($25,000,000) represented by the assets 
of the Reichsbank which is to be taken over, and 300,000,000 
gold marks ($75,000,000) to be obtained by public subscription 
in Germany and abroad. 

Its management to be German, but supervised by a committee 
half foreign to see that the general rules are observed. 

3. Annual Payments. Germany is to pay annually after the 
_ adoption of the plan from the various sources prescribed in the 
report combined, as follows: 


Inv thestirst-years), s,s e san ce es 1,000,000,000 a maths ($250,000,000) 
Inntheysecond iyeanetae een cen reves 1,220,000,000 ($305 ,000,000) 
In: therthinch yearsee asain cl. 1,200,000,000 “ “  ($300,000,000) 
In the fourth year.............-. 1,750,000,000 “ “  ($437,500,000) 
In the fifth year (the standard year) 2,500,000,000 “ “~~ ($625,000,000) 
After the fifth year, at least....... 2,500,000,000 “ “  ($625,000,000) 


Increasing as index of prosperity rises. 


This “index of German prosperity” is to be based on German 
foreign trade, railroad traffic, consumption of staple commodities, 
etc. 

The plan does not prescribe the number of years that pay- 
- ments shall continue, but inferentially they are to continue until 
the total war debts as determined by the Reparations Commission 
are extinguished. 

4. Foreign Loans. Germany is to meet the greater part of the 
payment due the first year by borrowing 800,000,000 gold marks 
($200,000,000) abroad. The entire proceeds of the loan are to 
be deposited in the new bank to the credit of the agent for the 
Reparations Commission. This deposit will strengthen the bank’s 
gold reserve and enlarge the basis of its currency issue. The 
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interest and sinking fund on this loan are to be met out of the 
annual payments already mentioned. 

5. Railroad Bonds. The German railroad system which cost 
and is worth at least 26,000,000,000 gold marks ($6,500,000,000), 
now owned by the German government and operated at a loss but 
capable of earning under proper management 1,000,000,000 gold 
marks ($250,000,000) a year, as it did before the war, is to be 
turned over to a new company. This company is to be capitalized 
as follows: 


Leis Seetot aya eee eae INR 11,000,000,000 gold marks ($2,750,000,000) 


Preference Stock. ..0........-. 2,000,000,000 “ a ($500,000,000) 
Common Stock................ 13,000,000,000 “ « — ($3,250,000,000) 


The bonds are to be delivered to a trustee for the Reparations 
Commission. They are to carry 5 per cent interest and 1 per 
cent sinking fund. Full charges are not to accrue until the 
fourth year. The interest and sinking fund payments are to be 
made directly by the railroad company, such payments furnishing 
about one-quarter of the total payment in the standard year. 

The Reparations Commission is free to sell these bonds if they © 
see fit, applying the proceeds to the principal of the reparations 
account, but they are under no obligation to sell them. 

The preference stock is to be divided as follows: 


German government............. 500,000,000 gold marks ($125,000,000) 
Company’s treasury............. 1,500,000,000 “ “ ~ ($375,000,000) 

It is contemplated that if in the first years of the operation 
of the plan, government revenues are insufficient to meet pay- 
ments in full, the German Government shall sell enough of its 
preference stock to make up the deficiency. 

The common stock. of the new company is all to go to the 
German Government. 

The operation of the railroad is to be in German hands with 
a supervising commissioner to protect the interests of the bond- 
holders. bd 

6. Industrial Bonds. Each of the important industrial com- 
panies is to be bonded in an amount which will total for them all 
5,000,000,000 gold marks ($1,250,000,000), a sum less than the 
total pre-war debt of these companies which has been extinguished 
by the fall of the mark. 

These bonds are to be guaranteed by the German Government 
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and like the railway bonds are to carry 5 per cent interest and 
1 per cent sinking fund, to be paid directly by the companies, 
full charges not to accrue until the fourth year. The Reparations 
Commission is likewise free to sell these bonds, but under no 
obligation to do so. 

7. German Taxation. German taxation on a gold basis is to be 
made as heavy as it is in the Allied countries. 

In the first year the German taxpayer is required to con- 
tribute nothing to reparations. With this relief and a stable 
currency it is expected that the domestic budget will be balanced. 

In the second year the proceeds of the transport tax, which 
amounts to about 6 per cent on the gross:receipts of the railway 
system up to 250,000,000 gold marks ($62,500,000) is to be paid 
over directly on reparations account, and thereafter the proceeds 
up to 290,000,000 gold marks ($72,500,000). 

Beginning. with the third year a small payment on repara- 
tions account is made from the general budget, increasing to 
1,250,000,000 gold marks ($312,500,000) in the fifth year, there- 
after exceeding that figure as the index of German prosperity 
already referred to rises. 

The taxes on customs, alcohol, tobacco, beer, and sugar are to 
be placed under impartial control and are to constitute collateral 
security for the payments chargeable to the general budget. 

8. Method of Payment. All payments from the various sources 
are to be made into the new bank to the credit of the agent for the 
Reparations Commission, who is to decide how and when the 
proceeds are to be sent out of Germany. In other words, Ger- 
many makes its payments within Germany and has no responsibility 
for transferring the payments outside of Germany except not to 
interfere with the transfer. 

It is contemplated that for the first two years the agent for 
reparations will spend in Germany practically all the reparation 
payments deposited to his credit, buying commodities to be de- 
livered to the Allies. 

Thereafter it is contemplated that an increasing proportion 
of the annual payments so deposited will be used to buy foreign 
exchange for remittance abroad when it can be done without 
seriously disturbing the German currency situation. 

9. American Participation. Contrary to the common belief, no 
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specific participation by the United States is suggested in the 
Dawes plan. The plan, however, requires Germany to secure a 
foreign loan of $200,000,000 gold, and also $75,000,000 gold new 
capital for the new bank of issue. 


B.—_THE CURRENCY POSITION * 


1; 


The Conditions at the Outset of our Inquiry. When we 
started our investigations the value of German currency had been 
stable for some two months. It would not have been pretended, 
however, by any authority that German currency had been stab- 
ilized. It would perhaps be juster to apply the term “unstable 
equilibrium” than the term “stability” to this transition period, 
which has fortunately continued to the present day. The ele- 
ments of permanent stability, even if the repercussions of the 
budget situation are momentarily left out of account, were then 
and are still wanting. 

One of the first steps which the committee took was to request 
Doctor Schacht, the governor of the Reichsbank and the cur- 
rency commissioner of the Reich, to give evidence before them 
with a view to their being soln informed of the existing cur- 
rency situation. 

Quantity of Currency. The total circulation, although so 
enormous in nominal values, was, when reduced to its gold 
equivalent at that date, something over 3 milliard gold marks 
only, whereas the pre-war circulation in Germany had amounted 
to 6 milliard gold marks. Prima facie, therefore, the amount of 
currency seemed deficient rather than excessive, and not likely in 
itself to be a cause of further depreciation. In proportion as the 
German mark dwindled in value and became less and less utiliz- 
able for the threefold function of standard of value, instrument 
of payment and medium of saving, foreign currencies naturally 
became by force of circumstances, more and more sought after in 
Germany. The Germans resorted increasingly to the currencies 
of countries with a comparatively stable exchange, not only to 
invest their savings, but also to define and even settle their tran- 


*From Report of Committee to Reparations Commission published by 
the Federal Reserve Board. 
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sactions, and the presence of such currencies in Germany 1n- 


creased even more as the mark depreciated further. 

In spite of this extended use of foreign currencies in Germany, 
the shortage of purchasing power made itself increasingly felt, 
leading first the German Government, then the states and munic- 
ipalities, and finally the great industrial and agricultural organi- 
zations and even private firms to supplement the currency shortage 
by new instruments of payment. These token currencies, ex- 
pressed in gold or paper marks, sprang up in Germany in the 
summer of 1922, at a moment when the need became urgent to 
find new means to meet the requirements of current transactions, 
the old mark on the verge of its collapse no nue answering such 
requirements. 

At the end of 1923, we find in Germany an absolutely hetero- 
geneous monetary circulation, which included—besides the for- 
eign money in circulation or hoarded (dollars, pounds, florins, 
gulden, Swiss francs, French francs, Scandinavian crowns, etc.) 
—the old paper marks, dollar treasury bonds (Dollarschatsan- 
weisungen), bonds of the gold loan (Wertbesténdige Anlethe), 
6 per cent Treasury bonds (6 per cent Schatzanweisugen), ren- 
tenmarks, and, lastly, a whole set of odd emergency currencies 
(Notgeld) expressed either in gold or in paper marks. 

Backing. The security of the rentenmarks is a mortgage on 
real and to some extent on personal property. The so-called gold 
loan is repayable in legal tender on a gold basis but has no gold 
backing. The various forms of emergency money were for the 
most part based on no.security at all. The gold reserve of the 
Reichsbank amounted to some 467 milliards, but 200,000,000 
thereof was specifically earmarked as security for the dollar loan 
issued by the Reich in 1923. 

Taken as a whole therefore the liquid backing of the currency 
is wholly inadequate for a permanent system. 

Interchangeability. The retenmark is not actually legal 
currency within the country nor available for any purposes of 
foreign trade. The old currencies with their vast denominations 
remain the legal currency, but prices are everywhere expressed in 
rentenmarks. It is therefore obviously necessary that payments 
should be made indifferently either in Reichmarks or in renten- 
marks at a fixed relation between them. The Reichsbank accord- 


— | 
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ingly accepts rentenmarks at the rate of 1 rentenmark for 1,000,- 
000,000,009 paper marks, and rentenmarks are also accepted in 
payment of taxes at the same rate. 

The Present Tranquillity. As the committee have remarked, 
the elements of currency stability were not to be found in such a 
situation. The temporary equilibrium of the German exchange 
has been ascribed to various causes by different authorities ; some 
lay stress upon psychological factors, and in particular a renewal 
of confidence, the exact basis of which it would be difficult to 
determine, but which took account of the efforts being made by 
the German Government to balance its budget, and of the ap- 
pointment of the Committees of experts by the Reparation Com- 
mission; others refer to a decrease in internal consumption which 
with the lack of credit, accompanied by what was probably an 
excessive restriction in importation, reduced the demands both 
for the circulating medium and for foreign currencies. 

Credit Facilities. The exportation of the rentenmark is pro- 
hibited. Its existence was of no assistance in the maintenance 
of foreign trade. The reichsmark was too discredited to be any 
longer available for the purpose of meeting foreign obligations. 
Credit was only obtainable abroad at dangerously high rates of 
interest. 

At the same time, the currency depreciation and its secondary 
effect had produced a serious dearth of liquid capital in Germany 
itself. The stringency may be indicated by the fact that (accord- 
ing to figures furnished to us) the savings bank deposits had 
fallen from 10,700,000,000 at the end of 1913 to 760 gold marks 
at the end of 1922; the credit accounts in the eight large Berlin 
banks amounted to 7,400,000,000 at the end of 1913 and to about 
1,000,000,000 at the end of 1922. The figures for 1923 are not 
yet available but can scarcely exhibit an improvement. Leaving 
for the moment out of account capital which in one form or 
another had been exported, liquid capital in monetary forms 
liable to depreciation had been steadily converted into fixed assets 
with a permanent intrinsic value. The private individual had 
purchased consumable commodities, while industrial enterprises 
had largely extended their plant and equipment. The motor was 
in good, perhaps in ususually good, condition, but the motive 
power and lubrication were apparently lacking. 
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Immobile Credit Resources. On the other hand, there was 
general agreement that not inconsiderable resources were avail- 
able in the shape of German balances abroad and foreign cur- 
rencies in the pocekts of the population in Germany itself. This 
latter item alone has been estimated at 1.2 milliard gold marks 
by the committee appointed to consider the means of estimating 
the amount of German exported capital. It was reasonable to 
suppose that a large proportion of these resources would be avail- 
able if complete confidence in the stability of German currency 
could be restored and maintained. 

As stated in Part I, the committee consider that this end can 
best be secured by the institution under proper safeguards of a 
new bank which should absorb the existing currencies, liquidate 
the rentenmark, and transform the Reichsbank, and provide, 
against recognized banking, cover the foreign currencies neces- 
sary for the revival of Germany’s languishing trade. 

Psychological considerations seem imperatively to require an 
institution which should be so far new in its policy and its ad- 
ministration as to detach it entirely from the errors of the recent 
past and restore the older traditions of German banking. 

The Interim Bank. While coming to this conclusion and while 
reducing the general plan to details, the committee had to deal 
with an actual change in the situation as it originally presented 
itself. The committee were informed that a scheme for a gold 
bank was in preparation. It was expressly and admittedly lim- 
ited to providing the means of carrying on foreign trade. When 
first submitted it contained some features which the committee 
would not have recommended, and it omitted others which seemed 
to the committee to be essential to any permanent settlement of 
the problem as a whole. Moreover, an attempt to settle parti- 
cular difficulties in isolation and without reference to other essen- 
tial requirements appeared to the committee to involve certain 
risks. 

The committee, therefore, without expressing any opinion on 
the plan as given to them in outline, assured themselves in con- 
sultation with the authorities responsible for Germany’s monetary 
policy that the bank would be so organized as to facilitate its 
absorption into a new bank of issue which might be set up in 
accordance with the recommendations of the committee. 


ee 
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Il. 


Considerations Regarding the Measurement of Germany’s 
Burden.—(a) Commensurate Taxation. The principle of the 
“commensurate burden,” as it has been called, unimpeachable in 
abstract statement, is exceedingly difficult to translate into quanti- 
tative measurement as a basis for practical action. While 
obviously sound and just, it does not easily admit of precise and 
arithmetical calculation. What at first sight seems to be a simple 
conception, on examination is found to be complex and in some re- 
spects not reducible to exact definition. 

Now the ordinary expenditure which has to be provided for 
in the German budget is reduced, in part by the restriction upon 
her military preparations but above all by the practical extinction 
of her internal debt. 

If Germany had sustained the burden of her own debt, as the 
Allies have done, and not obliterated it by inflation, she would 
have had to raise 44% to 5 milliards per annum in addition to her 
domestic expenditure. 

This would make it both just and practicable to add a provision 
in her budget which should bear some correspondence to the 
provision made in the Allies’ budgets for their war expenditure. 

But the raising of.any particular sum from one section of her 
inhabitants, to be paid back to another section within her borders, 
is a “burden” in a different sense from the payment of such a 
sum by the whole population to people abroad—different in more 
than the economic sense—and it is difficult to bring such a task 
into direct relation with the problem of reparations. .It is a 
measure of what individual taxpapers, rather than a nation, may 
be capable of bearing. 

In the first case the interest paid forms a part of the national 
income, as it is expended it provides profits and a stimulus for 
internal trade and so increases further’the income of the country, 
and in particular it is itself an important source of internal 
taxation. 

A payment in respect of a debt to foreigners has no comparable 
advantages to the country making it. The extinction of the 
German debt has after all been at the expense of her own 
nationals, who are her taxpayers; they have sustained as holders 
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of German bonds, not only the burden which they have already 
escaped as taxpayers, but that which they would have borne in 
future years to meet the service of the internal debt if its value had 
not been destroyed by depreciation. The process of extinction has 
indeed (except in its incidence as between different individuals and 
classes) had the same results both to the treasury and to the 
German taxpayer regarded collectively with a capital levy devoted 
to debt extinction. 

The loss incurred by individual holders of debt is exactly offset 
by a corresponding profit accruing to the taxpayers as a whole. 

It renders both practicable and just a greater charge for other 
war debts than would otherwise have been possible. A large pro- 
portion of the richest taxpayers of the country have obtained 
the relief without themselves sustaining the cost. They are a 
proper source of taxation commensurate with that weighting upon 
the corresponding classes in allied countries and in particular 
upon the industrial classes. To them as individual taxpayers a tax 
is a tax whether its ultimate destination is the payment of a war 
debt due to fellow citizens or to foreigners. And under the system 
we propose it may be regarded as a tax in internal currency with- 
out the complications which result from the question of how sums 
so received can be converted into foreign exchange. For this 
special problem we provide special safeguards. The German tax- 
payer should regard a payment in respect of war debt exactly as an 
allied taxpayer regards a similar payment. Its ultimate destina- 
tion need not concern him, and is certainly no justification for him 
to attempt to evade it. é 

The facts as to the burden actually being borne by the Allies 
for debt service are perhaps a better approach to the actual prob- 
lem. If the German burden per head for debt were as onerous as 
the burden for debt existing upon the inhabitants of Belgium, 
France, Great Britain, and Italy taken together, then the German 
debt charge would approximate to 6 milliards. But in this case, 
again, the charge is to a considerable extent in the nature of a 
redistribution of annual wealth among the members of each nation 
and has little relation to the problem of a national burden in the 
collective. sense. 

In the third place, it may be said that if the German people were 
burdened as heavily as the members of the most heavily taxed of 
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the allied countries are taxed for all purposes, excluding debt 
charge, we should have an expression of the commensurate burden 
principle in a limited and strictly defensible sense. But even here 
theoretical and practical difficulties prevent exactness. 

In the search for the “commensurate” it is not enough to 
compute the burden as a per capita charge, it must be related to per 
capita wealth or income; it is considered by many that justice re- 
quires a “minimum of subsistence” to be first deducted from such 
per capita income; the amount of the minimum is not exactly 
determinable and it seems to vary as between different countries of 
different climates, different economic development, and different 
customs—e.g., as between Spain and the United States; it may 
even vary between different periods in the same country. As a 
rough working assumption, such a minimum may be regarded as 
varying in proportion to the per capita income of different coun- 
. tries. Furthermore, over any period of time this burden per head 
in the allied countries must change and what might be a valid 
comparison to-day in taxation in those countries may be quite 
different in ten years’ time. The comparison of statistics of total 
taxation, national and local, in each country presents many technical 
difficulties. Moreover, statistics of total national income and in- 
come per head are at present either very defective or wholly lack- 
ing. Notwithstanding these difficulties it is possible to compute 
roughly what total budget charge would be borne by the German 
people if they were subject to taxation (central and local) on the 
same scale per unit of income as in Great Britain, and by deducting 
from the result the necessary domestic expenditure to derive an 
arithmetical balance which could be, theoretically at any rate, 
assigned to the payment of reparation. 

Combining these various aspects, we have reached the view that 
the “commensurate burden” principle for Germany, when she is 
fully restored to economic prosperity, would more than justify all 
the practical conclusions we have setsdown and that they are in 
every way morally defensible. 

There are, of course, good reasons of a political, economic, and 
psychological character for confining the actual requirements of 
budget accumulation within Germany to limits well below the figure 
that would be arrived at from the consideration of this principle 
by itself. Different individuals will differ in the degree of im- 
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portance they assign to such reasons. It is perhaps unnecessary to 
state these aspects in detail and sufficient to register our united 
conviction that all our recommendations and suggestions are well 
within what can be morally justified on the principle of “com- 
mensurate burden,” whatever limitations may be placed upon that 
principle. In this sense, therefore, the justice and moderation of 
our proposals ought to be Ae) recognized by the German people 
themselves. 

In the above discussion we have disregarded the question of rail- 
way profits. Inasmuch as budget revenue is not derived from 
profits on railways elsewhere, no question arises as to whether 
railway profits are a burden (in the sense of a tax). Such profits 
in other countries form a part of the ordinary profits of private 
concerns accruing to individuals, and it may be said therefore that 
in Germany the position of the taxpayer is the same, whether such 
profits go to individuals or to the Allies as reparation. 

On the other hand, the German railway profits might go in relief 
of taxation burdens if they were not applied to reparations. 
Moreover, it is difficult to say that the abstraction of the profits of 
so important an undertaking as the railways of a country from that 
country, instead of leaving them there to be enjoyed individually 
or collectively by the inhabitants, is not a “burden” in the inter- 
national sense, even if it is not a part of the individual com- 
mensurate burden of taxation. 

(b) Export Statistics as an Index of Prosperity. In Part I 
we have suggested an index of prosperity and indicated that in 
our opinion it was a fairer test than the existing index, namely, 
export statistics. The use of the latter in isolation has certain 
definite defects, to some of which we desire to draw attention. 

1. Foreign trade only covers part of the area of total trade, and 
if foreign trade at a given moment only covers a small part of 
the area, total trade may be moving in a direction opposed to that 
of foreign trade. 

2. Artificial conditions, such as alterations in transport charges, 
may effect the trade figure in the absence of any real change in the 
value or volume of exports. . 

3. The export statistics, more especially when no export duty 
is in force, may be subject to changes in presentation and fre- 
quently furnish material for controversy. 


GERMANY’S FINANCIAL SITUATION 753 


4. Reparation payments themselves are, and can only be, 
financed by an excess of exports. It follows that an increased 
reparation payment in one year furnishes an increased base for the 
following year. This process is cumulative, and the basis for the 
index is continuously raised, so to speak, at compound interest, 
even though actual prosperity may be stationary. 

5. In a country with an economic life such as that of Germany 
invisible exports may increase more rapidly than physical exports, 
and there may be a growing prosperity which is not reflected in 
export statistics. 

(c) Measurement by Yield of Particular Taxes. We have laid 
some stress. in Part I on the fact that certain revenues were chosen 
strictly as guarantees and that fluctuations in their yield were not 
to be regarded (save in 1926-27 and 1927-28 exceptionally) as 
determining the payments due by Germany. The following are the 
broad principles justifying this standpoint : 

1. It is desirable that the German Government and the German 
people should be themselves interested in increasing the yield of 
the controlled revenues, and should be under no temptation to 
discriminate against these taxes in favor of others. 

2. The year’s liability, which under our plan include an allow- 
ance for increased prosperity, will already have been established 
by one test, in which, moreover, the yield of the controlled revenues 
indirectly forms one element. Having applied one test, it would 
be unfair to apply a second and to choose whichever gives the 
higher result. 

3. The year’s liability ought not to vary with the fortuitous yield 
of particular taxes. The character and level of these taxes should 
be chosen with a view to their suitability as security and not with 
a view to their appropriateness for fixing obligations. 

Unless the liability of the year is definitely fixed and unless the 
German Government can proceed to estimate its resources by refer- 
ence to the whole and not part of the taxable field, the difficulties 
of forming a satisfactory budget are aggravated and German credit 
is affected. 

4, Common sense requires that the reparation liability ought not 
to rest even indirectly upon the rate of particular taxes, or other- 
wise every change in rates or methods of collection, even when 
thoroughly justified by social or political reasons, must be scruti- 
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nized with such a degree of care and perhaps suspicion that it 
becomes a fruitful source of friction and dispute. 


Ii. 


The German Budget for 1924-25, and the Fiscal System.— 
The 1924-25 Budget. The German Government prepared and 
submitted to us the outline of a provisional budget for 1924-25 
which estimates a small excess of receipts over the ordinary ad- 
ministrative charges of the country. 

While the committee have spent a great deal of time upon the 
details of this budget, and have put many questions in writing to 
the Government and in oral cross-examination of the officials upon 
its chief features, the subject is so vast in its ultimate implications, 
especially having regard to the constitution of the Reich, that no 
finality could possibly be reached, especially in a matter which to 
the Germans themselves is full of difficulty and doubt. Never- 
theless, we believe that the ground has been explored to a sufficient 
extent to justify us in feeling that even a prolonged examination 
could not substantially alter our conclusions. To some of the more 
salient points we shall make particular reference. 

The Conditions under which the Budget Estimates JV/ere 
Made. It should, however, be first remarked that in general the 
budget must necessarily be in the nature of an experiment and 
the individual items in it somewhat arbitrary estimates. At the 
time of our investigation Germany was passing through an acute 
economic crisis, the direct result and the culminating point of a 
depreciation of the currency so catastrophic as practically to 
destroy the currency and reduce the budget to all but a shadow. 
The habit of saving has been destroyed, and it will require time 
and the restoration of confidence to reestablish it. The existing 
wealth is maldistributed in an almost unparalleled degree. The 
cessation of depreciation, with the consequent removal of the — 
premium on export and the stabilization of prices at a level which 
is momentarily at any rate above that of the world level, has had 
important reactions. Finally, the state of employment and the 
fiscal and economic machinery of Germany have been violently 
deranged by the events of 1923; a return to normal conditions in 
this respect can not be effected overnight. 
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Assumption Underlying the Budget. It should be most care- 
fully noted that the budget is not made up to represent the 
financial expectations of actual existing conditions. As we have 
remarked above, the general budget as presented anticipates a 
credit balance, and the German Finance Minister appeared to be 
reasonably confident of his ability to live up to these estimates, 
provided three essential conditions were fulfilled: 

1. That the bank of issue which would serve as a basis for the 
grant of credits would be established. 

2. That the full development of German economic life should 
not be restricted by the severance of the Ruhr and the Rhineland. 

3. That Germany enjoyed complete freedom in her economic 
~ relations with other countries. 

The first and second of these conditions will be fulfilled if our 
recommendations are accepted, and they appear to us to be essen- 
tial to budget equilibrium. As regards the third, we understand 
that Germany’s commercial freedom is restored under the terms of 
the treaty in less than twelve months’ time. 

We are not, however, satisfied that the budget as framed is not 
exposed to a real risk of deficit. The German fiscal year begins on 
the Ist of April and even if our recommendations are accepted a 
certain lapse of time will be necessary before an absolutely normal 
administrative situation can be reestablished. 

For this, if for no other reason, we conclude that on the existing 
basis of taxation the estimated revenue may not be realized, even 
allowing for certain possible underestimates under particular 
headings. 

On the expenditure side, the only item on which a saving may 
emerge of any great significance relatively to the possible deficit is 
the provision of relief for unemployed. The sum allocated to this 
purpose (500,000,000 gold marks) is estimated on the assumption 
that the existing amount of unemployment will continue through- 
out the year. It appears to us that this is unduly pessimistic and 
any reduction in the number will both relieve the expenditure and 
the revenue side of the budget, inasmuch as the wages earned by 
a laborer are subject to direct, and through the medium of his ex- 
penditure, to indirect, taxation. - 

Taking one item with another, however, we can not justifiably 
state that the results are likely to be any better than have been in- 
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dicated in their estimate. But if, for this year 1924, there was a 
deficit (we have just seen that this possibility can not be absolutely 
disregarded) we can assert that it would not be of an extent to 
endanger the stability of the currency, or force the German Gov- 
ernment to have recourse to other than the conventionally author- 
ized expedients for meeting it, such as increases of existing taxa- 
tion, further emergency taxes, or small internal loans. 

Moreover, so many of the settlements due in the year 1924 will 
fall to be made in the year 1925-26, that fiscally these two years 
tend to be merged into one period, and, as will be seen later, we 
have no doubt that in that period ordinary budget receipts will 
fully equal ordinary budget expenditure. . 

Special Features in the Fiscal System—The. Income Tax. 
We do not propose to comment in any detail on the existing 
taxes, but there are certain broad features which call for notice. 

We have been unable to escape the conclusion that the wealthier 
classes of Germany have, in recent years not been reached properly 
by the system of taxation in force, either to an extent which the 
taxation of the working classes would justify, or to an extent com- 
parable with the burden upon the wealthier classes in other 
countries. 

It is, of course, common knowledge that, with a continually de- 
preciating currency, many classes of business men tend to obtain 
as profit a larger share than is normal of the total produce of in- 
dustry. Many of their expenses are in the nature of fixed charges; 
moreover, generally speaking, paper-mark wages have not ad- 
vanced as rapidly as paper-mark prices have increased, so that the 
share of the business proprietor in the total produce of industry, 
altogether apart from the special profits made by him on redeem- 
ing debentures or mortgages at nominal figures, has tended to be 
greater than is normal. 

Direct taxes, such as income tax, are necessarily assessed for 
completed periods and during a time of rapidly rising prices the 
burden of any particular year, based on the profits of previous 
years, is small relatively to the profits of the year itself. More- 
over, the process of return, assessment, and appeal for such a tax, 
necessarily occupies further time and by the date when substantive 
liability is fixed in paper marks its real burden is far less than was 
originally intended. Further delay in payment of that liability in- 
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tensifies this effect. It was not until the inflation movement was 
well advanced in Germany that any serious effort was made to 
combat this evil. Although the rates of income tax according to 
the nominal scales rose to nearly 60 per cent on the highest in- 
comes, statistics of cases furnished to us by the German Govern- 
ment show that in effect, even in the year 1920, the burden of 
actual tax (measured in gold) on the higher incomes, instead of 
being 50 to 60 per cent, was only half those rates upon the income 
of the year (measured in gold). This was undoubtedly one of the 
primary causes for the budgetary difficulties of Germany, and the 
disparity was very much greater in the later periods. It can be 
said with confidence that the wealthier classes have escaped with 
far less than their proper share of the national burden, and we 
have put it as a matter for the serious consideration of the Ger- 
man Government whether they should not, facing even the ad- 
mitted administrative difficulties, review the assessments of recent 
years in the case of these particular classes of taxpayer and 
reassess their liability upon a gold basis. 

The whole system of direct taxation went to pieces in 1923 and, 
for 1924, the income tax, as is easily understood, is in abeyance. 
The profits of industry in 1923 expressed in nominal figures of 
paper marks have no meaning unless they can be resolved into the 
profits of the particular dates on which they were made and then 
reduced to a common denominator of gold values. A profit of 
1,000 marks made in January, 1923, is obviously quite a different 
amount from 1,000 marks made in September. We can well 
believe the German Government finds it impossible to use the 
year 1923 as a basis for income-tax assessment in 1924, 

They have been driven to temporary expedients of a very make- 
shift character, not rising to a higher normal burden than 25 per 
cent, with the intention of rescheming and reassessing the income 
tax proper in 1925. 

These expedients do not reassure us upon the general question as 
to the taxation of the wealthy classes, and, in our judgment, if 
they desire the Allies and their own working classes to realize their 
good faith in this matter, the German Government should publish 
at an early date their definite intentions with regard to the scales 
of income taxation that are to be applied during 1925-26 to the 
actual profits of 1924-25 for the final adjustment of the fiscal 
year 1924-25. 
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The 1924-25 budget estimates 1,344,000,000 gold marks as the 
income tax yield, of which all but 480,000,000 gold marks is 
estimated to be assessed on wages. 

We have drawn the German Government’s attention to the 
absence in the temporary measures of any proper provision at 
present for dealing with income from abroad. 

Special Taxation on those who have Specially Profited by De- 
preciation of Currency. Currency depreciation, on the scale it 
has occurred in Germany, has brought into existence a new and 
special type of “windfall” wealth which is a suitable subject for 
taxation in an emergency. 

The ultimate profit or loss to industry and agriculture as a whole 
of the depreciation era may be difficult to calculate. There are 
many cases, however, in industrial and other undertakings which 
were not only able to make large profits but succeeded in paying 
off prior charges at a trifling fraction of their value when incurred. 

If a mortgage or debenture of 10,000 marks has been paid off 
for practically nothing, a “windfall” profit to the debtor (at the 
expense of the impoverished creditor) has been made to that ex- 


tent. If it has not yet been paid off, but the debt can in due » 


course be discharged by worthless paper marks, the “windfall” 
is a potential one. In this last case, it has been decided by the 
German Government to “valorize” the debt at 15 per cent and the 
windfall to the creditor is to be restricted to 85 per cent. On 
this remarkable improvement in his position, the Government 
proposes to levy a tax of 2 per cent, or 1.7 on the whole debt. 
_In the case where the debt has been paid off, the Government 
will take the actual difference between the gold price paid and 
16.7 per cent. In our view, such special taxation, if justified in 
principle at all, as we believe it to be, is justified at much higher 
rates. But certain rights of taxation are being given to the 
Federal States which encroach upon this area of taxation, and, 
for the rest, our proposals in regard to industrial debentures 
cover what might otherwise have been independent recommenda- 
tions under the head of taxation. 

Similar extraordinary profits have been made through State 
subventions and through the repayment in depreciated currency 
of bank loans, state advances, and other similar obligations. 

The Reich and the States. The third special feature to which 


— +” 
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we would refer is the financial relation between the Reich and the 
states and communes. 

The more complete financial centralization that took place after 
the war in accordance with the Weimar constitution has not funda- 
menially changed the character of the relations between the 
Reich and the states. Although the Reich is charged with the ad- 
ministration of taxes formerly undertaken by the states, it is under 
obligation to cede the major part of the proceeds of the income 
_ tax, for example, to them. The states discharge wholly or in part 
many of the functions of Government, and there is no clear prin- 
ciple connecting their resources with their obligations. When in 
difficulties, they press the Reich for larger subventions (as per- 
centage of the yield of taxation), just as in turn the needy com- 
munes press the states for greater financial aid. 

The situation has hitherto been governed by merely political or 
administrative opportunism rather than by clear financial prin- 
ciple. _The Reich can either yield to the pressure for higher 
percentages in subvention or they can confer upon the states the 
right to exploit particular fields of taxation for themselves. The 
check by the states upon the communes is equally unsatisfactory. 
It is almost impossible to ascertain the true cost of any of the single 
functions of government in view of its division between these three 
constitutional entities, and in the absence of proper aggregated 
financial statistics of the states and still more of the communes. 

The changes that have taken place completely falsify any com- 
parison which could be established between the pre-war Reich 
budget and that for 1924-25. 

Moreover, these relations are once more under review. During 
the period of rapid depreciation the resources of the states and 
communes, together with regular allocations from the revenues 
of the Reich, were inadequate to their needs. Their financial situ- 
ation was similar to that of the Reich itself. 

The expedient adopted by the Reich of multiplying the issue of 
notes was not open to the states and communes, who had necessa- 
rily to be supplied with continuously increased subsidies from the 
Reich, and this proceeding was one of the principal causes of the 
utter breakdown of the German finances. 

The resultant chaos has been such that no up-to-date statistics 
are available, and the states have not yet framed their budget on a 
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gold basis. It is in our opinion essential that at the earliest pos- 
sible moment the preparation of complete statistics of the receipts 
and expenditures of the states and communes should be resumed. 

The importance of the question may be seen if it is realized that 
the Reich budget, after allowing for the subsidies, contains little 
more than one-third of the total expenditure, one-third being met 
by the states and one-third by the communes. It would be quite 
possible for the communal budgets to be enjoying considerable 
prosperity at the same time that the Reich budget is in serious 
difficulties. 

We do not pretend to be in a position to make detailed recom- 
mendations; the subject is a complicated one and involves the con- 
sideration of social and political factors, many of which have deep 
roots in historic traditions. 

Moreover, if our recommendations are accepted in their entirety, 
self-interest alone may almost confidently be relied upon to force 
the German Government to make provident arrangements with 
the states, and it has already given us an assurance that the régime 
of increased subsidies has come to an end and will not be revived. 

It is clear, however, that in the near future the German Govern- 
ment must take steps to put the relations between the Reich and its 
component parts on a regular basis which shall insure that the 
latter are not a constant drain upon Federal resources; the exist- 
ing hole in the budget must be plugged. 

It does ‘not suffice, in our judgment, for the Reich to remain in 
supine contentment with the present situation merely because it 
has been the result of constitutional evolution. Germany waged 
war as an undivided whole and the financial responsibility of the 
Reich to the Allies can not be qualified or weakened by an attitude 
of passive acquiescence in the undiminished rights of subordinate 
areas. So long as Germany has any external obligations they must 
be paramount, and the resources normally to be assigned to the 
states and communes must be clearly defined, and care must be 
taken to secure that these resources are not more than adequate to 
legitimate needs. 

Where further assistance must be given by the Federal Treas- 
ury, the amount of such assistance should again be strictly pro- 
portioned to the necessities of each case and subordinated to 


continually increasing central supervision by the Federal Treasury 
of local expenditure. 
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’ In considering the budget as drafted in 1924-25, we have felt 
compelled to assume that the assignment to the states amounting to 
1,800,000,000 gold marks is in irreducible figure, and that if the 
states themselves have budgeted for the receipt of this sum the 
Reich will be unable to escape the liability in one form or another. 
This is the most probable assumption which we can make in a 
matter which bristles with political difficulties, and it is supported 
by the estimates submitted to us of the revenue and expenditure 
in 1924-25 of Prussia, Saxony, and Bavaria; in each case deficits 
are disclosed. 


C.—_INTERNATIONAL OBLIGATION * 


If Germany pays its debts England will be a creditor on net 
balance and France a debtor in comparatively small amounts. 
But, in the end, Germany is the great international debtor and 
the United States the great creditor. And our credits will about 
equal Germany’s debits; essentially the problem of paying debts 
will be Germany’s and the problem of collecting them will be 
ours. For public sentiment has decisively decreed that these 
debts must be paid. We have elected to assume such dangers as 
may be incurred in collecting them, even the threat of having 
foreign goods displace our own at home and abroad. And there 
is a tone of cheerfulness in the public discussion of this matter, 
an emphasis upon the helpful effects in the reduction of taxes 
and the consequent stimulation of enterprise, and a pleasant 
anticipation of increasing banking power. In England, which to 
a lesser degree shares the burden, if it be a burden, of collecting 
debt, there is a more serious and sombre note in the discussion. 
Being involved in industrial difficulties with a great army of un-: 
employed already in their midst, they fear and frankly state their 
fear that the collection of debt will restrict the markets for their 
goods and add to the problems of unemployment. They, too, 
have decided to collect and they accept the hardships as well as 
the benefits of their decision. To be sure, there is in England a 
new demand for tariffs, a clamor and a slogan “Buy home made 
goods,” etc., but in general the sentiment there is in favor of free 
competition with all its hardships, in order that debts may be 


* By Rufus C. Dawes, from address before Minnesota Bankers Associa- 
tion, July 9, 1925. 
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paid and normal activities restored throughout the world, There 
is also on their part a determined effort to prevent inflation, and 
to keep down the level of prices, in order to make more difficult 
the invasion of their markets, and to facilitate their own ship- 
ments into countries where higher prices and costs prevail. 

The amounts, which are being paid currently on international 
debts are not of such size as to create immediate difficulty. For 
the most part, the payments now being made are “deliveries in 
lund’ and there is no strain being felt. English bankers and 
public men seem to believe that as these payments on international 
debts increase in amount, there will be a very strong tendency 
for the manufactured products of the debtor nations to displace 
the products of their creditors in markets of the creditor nations. 
More than one of them has mentioned that during the very first 
year that England was making its initial payments on its debt to 
the United States, there was both a falling off of shipments to 
England from the United States, and an increase in the shipment 
of English goods to the United States. The total alteration in, 
the balance of trade between these nations was favorable to 
England by almost exactly the same amount as that which was 
paid in that period upon England’s debt to the United States. 
This coincidence was regarded as striking confirmation of the 
theory that international debts must be paid in goods of com- 
merce; and appears to confirm the belief which many seem to 
hold that the deliveries of goods or services must be made at 
the same time the debts are paid. No matter how sound the 
theory of “exportable surplus” may be, it is certainly not true 
that deliveries of goods must set in the moment payments begin. 

But no one had disputed that it is by goods of commerce, or 
services rendered in transportation insurance or otherwise, or by 
interest collected, that such indebtedness must be paid in the 
end, or that the payment of debts will have a profound effect 
in promoting the sale of goods by debtor nations in the markets 
of their creditors. 

Among bankers, perhaps, the fear is greater that it will be 
impossible for the debtor nations to secure the dollar exchange 
necessary to make the payments, and among the manufacturers, 
the fear is that it may be made possible by the invasion of our 
markets with a flood of goods. 
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But there appears to be no plan, generally accepted, to secure 
for the benefit of the taxpayer the maximum amounts obtainable 
and yet. to protect not only the solvency of debtors, but the 
markets of creditors by some check upon excessive payments. 
The general outline of such a plan as applied to Germany was 
embodied in the report of the Experts Committee. And it was 
this, as ‘much as anything, that brought all nations to agreement 
in the Plan. . 

That some such adjustment will be made in the settlement of 
-inter-ally debts seems certain. The interests of creditors are 
served by preserving the paying power of debtors. The interests 
of industry are served, too, by preserving the buying power of 
_ the purchasers of goods. Some adjustment for the settlement 
of inter-ally debts similar to the organization of the Transfer 
Committee under the Dawes Plan seems as necessary from the 
standpoint of creditors as from that of the debtors. It would 
tend to the collection of the maximum amounts with the minimum 
risk of injury. We should cease to worry as to whether it were 
better to lose part of the debt and pay more taxes, or on the 
other hand to make the full collection and suffer widespread 
industrial depression. 


It must be remembered that money or credit that is static is 
unproductive, even dangerous; but that the movement of it is 
the method whereby the energies of a civilized society are re- 
leased and directed. The credits which are accumulating here 
must be put to beneficial use. It is or ought to be a source of 
strength that the redundancy of credit in this country exists at 
the same time that Germany, the great debtor nation, is suffering 
acutely from the lack of working capital. Even after more 
than a full year of recovery, the total deposits of banks in Ger- 
many is said to be less than half ofywhat it was in 1913; the 
total savings deposits less than one fourth. The estimated total 
national income of Germany is estimated to be only slightly more 
than half of that of 1913, and the deductions for taxes are 
larger. 3 

But the improvement already made gives convincing evidence 
of the recuperative power of Germany. They must borrow 
money to restore productive capacity in order to be able to pay 
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their national obligations and at the same time to restore their 
power to purchase our raw materials and manufactured products. 
To supply a portion of their needs would relieve the situation in 
our country and strengthen the debtor nation both in its power 
to pay its debts and in its ability to purchase our goods. 

If the payment of debt necessitates the shipment of goods 
from the debtor to creditor nation, then it follows that the loaning 
of money by the creditor nation requires the shipment of goods 
from the creditor to the debtor nations, and sets up at the moment 
of greatest strain, a counter-current against the threatened 
flooding of our markets. 

This movement of credit is necessary also to sustain the tax- 
paying capacity of the debtor nations. Out of the proceeds of 
taxation, national obligations are paid. These diminish as. 
private indebtedness grows. Year by year the indebtedness ex- 
pressed in the securities of private industry, and in bonds of 
cities, grows and the international obligations are extinguished. 
As to this private indebtedness, it may be and often is renewed 
by private negotiation. The time of ultimate payment may be 
extended indefinitely or until the payment may be made without 
injury to either debtor or creditor. Economists estimate that 
under normal conditions, the volume of international trade is 
doubled every twenty years. The consuming power of the 
world is growing and nations are adding more rapidly than ever 
to their aggregate wealth. Debts which under existing condi- 
tions appear hopelessly excessive, may under some future condi- 
tions be found to be of only moderate dimensions. Our own 
experience is an example of this. Very largely out of the pro- 
ceeds of bonds sold abroad our railroads and many of our 
industries were built up. From year to year we added to our 
gross indebtedness, expressed in American securities owned 
abroad. 

There was, according to this theory of exportable surplus, a 
great menace to our creditors of injury to be inflicted by the 
payment of this debt. By the use of this foreign credit, we had 
developed our productive capacity to such a point that, in the 
emergency of war, by a spurt of productive energy, we shipped 
abroad goods in such quantities as to enable us to buy back our 
securities and to become the great creditor nation of the world. 
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A convenient time was found for our creditors to receive these 
goods, and a convenient time for us to make our payments. 
Debt which we began to incur when our national wealth was 30 
billion dollars was discharged when our national wealth was over 
300 billion dollars. And in the meantime there had been a cor- 
responding growth in our international trade. So that what 
appeared to be a colossal weight of debt was within a few years 
discharged without there being any public concern whatever 
about it. 

The flow of the current of credit has been reversed. There 
is nothing new about it, except that instead of borrowing we are 
now lending money. And being in possession of the power of 
credit, we may, by its use, exercise a decisive influence as to 
the time within which shipments of goods from debtor nations 
may be made to effect the settlement of international obligations. 

Just as, upon the whole, foreign investors profited by the 
purchase of American securities so, if due care be exercised, the 
- American investor will profit by the purchase of foreign securities. 
It is the immutable law that credit must flow according to the 
margin of interest rates from centers where it is abundant to 
those where it is deficient. Because this is a natural law, it will 
be found to have an almost irresistible power. It is not only the 
obligation of a creditor nation, with a surplus of capital goods, 
to make such loans, it is imperatively necessary for it to do so. 

Every loan that is made increases the prospects of collecting 
our national debt and every banker must favor this. And every 
manufacturer must realize that whenever credit is transferred to 
Europe or elsewhere abroad, in the form of foreign investments, 
it is really American goods of commerce that must go abroad. 

The Department of Commerce estimates that at present private 
investors in the United States own about 4 billion dollars of 
foreign government bonds and 5 billion of other foreign bonds, 
stocks and real property and the government itself owns about 
12 billion of inter-governmental obligations, a total of 21 billion 
dollars. On the other hand the holdings of foreign investors 
in America are estimated at 4 billion dollars. This indicates the 
rapid extinguishment of our foreign debt and the growth of our 
investments abroad. The movement is a large one and of the 
greatest advantage to all concerned. But the balances held by 
us now are less than those possessed by England before the war, 
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which were estimated at about 20 billion of pre-war dollars, the 
equivalent possibly, all things considered, of 30 billion dollars 
today. We might advance annually 625 million dollars, which is 
about what might, under the most favorable circumstances, be 
paid to us under the full settlement of international indebted- 
ness,—we might invest this sum in foreign securities every year 
for 20 years before we shall attain the position held by England 
before the war. Who will say that was a precarious position? 
This danger of the invasion of our markets may be exaggerated 
but due precautions ought to be taken against all threatened 
dangers. 

The unanimous agreement of the Experts Committee, the 
universal acceptance of its Plan, and the adoption of it by inter- 
national agreement created throughout all of the world the 
confidence that at last there was an opportunity for the coopera- 
tion of nations. Confidence and hope were in a measure restored. 
Men believed that a. day’s wages would be paid in a currency of 
a stable value, and that enterprise would, in the future, receive . 
its due reward. The removing of this troublesome question of 
reparations from a political control and placing it under a business 
control gave a greater freedom to the operation of natural law 
in business. This confidence and this freedom brought about 
great improvements and these improvements are but the promise 
of others to follow, if only this perception of a common interest, 
this confidence as to the future and this comparative freedom 
from political interference in business matters will persist. 

The part that is to be played by the United States in the 
reconstruction of the business of the world is the part of the 
great creditor nation, the disburser of the credit for the rest of 
the world. Other nations have held this position before us, and 
without exception they have met the obligation of their position 
by the wise and free distribution of the credit at their disposal. 
We have profited by their action. It is our duty now to accept 
the obligation of our wealth, to distribute throughout the world 
the surplus credits at our disposal, and to do this with discrimi- 
nating judgment, in order that the investing public may not suffer, 
and in order also that the funds may be devoted to such purposes 
as will restore the productive capacity of the world and the 
purchasing power of our consumers. In performing this duty 
we shall be serving our own interests as well as serving the world. 
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Capacity Is Problem.* Bankers know that debtors are not 
all able to pay in full upon a moment’s notice. Bankers might 
resent a debtor requesting cancellation of debt. But a banker 
would be the last to suggest that there could be anything im- 
moral in forgiving or abating a debt. They do it themselves all 
the time. It is necessary to give some debtors more time, or to 
settle their account for less than the full amount due, out of 
regard to the interests of the community, or of other creditors, 
or even out of regard to the interests of the bank itself. Bankers 
will act so as to secure for themselves the largest recovery possi- 
ble without injuring themselves or the community in other ways. 
They do not always act upon the sole motive of securing, at any 
cost whether to themselves or others, the entire amount of all 
their claims against every debtor. Some attention must be given 
to the capacity of the debtor to make payment, for it is an old 
banking saying that “You can’t get blood out of a turnip.” 
Bankers must also regard the general sentiment of business men. 
They have learned that to destroy “confidence” is to invite 
- disaster. 

More important than the full collection of every claim at ma- 
turity, is the obligation sustained by bankers to protect the gen- 
eral interest of the business community. They pursue this policy 
with respect to private indebtedness. And if this policy be good 
as to private debts, it must be sound as to international obligations. 

Many Factors Involved. The statesmen of the world must, 
in making these international settlements, take into consideration 
such things other than the mere collection of admitted debt, as 
the capacity of nations to pay, the effect of such payments upon 
the international industrial competition of the future; the restora- 
tion of confidence to the business world, and the release of busi- 
ness matters from political discussion and controversy. The 
world has received such a shock that full recovery can be achieved 
only if all the great nations progress ‘together. 

If confidence can be restored and the energy and enterprise 
of all the nations thereby be released for the work of production, 
then prosperity will come to all the people. But if one of the 
great nations accepts an obligation beyond its capacity to pay 
and thus destroys the confidence of business men throughout the 


* Rufus C. Dawes, before the Robert Morris Associates, Chicago, 
October 30, 1925. 
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world, the effect would be to debase the currency of the debtor 
nations and to bring industrial stagnation to all the world and 
disaster to all the people. 

Upon ourselves the effect would be more serious than the los 
of all of our claims against France, which amounts to about three 
and one-third billion dollars, the payment of which might be 
spread over sixty-eight years. This is not an amount of major 
importance to our nation which expended in 1924 (according to 
Alvin McCauley) $5,000,000,000 for new automobiles and 
accessories. 

Disaster a Possibility. The man who would insist at this time, 
and without investigation of these other matters, that the irre- 
ducible limit of our demands upon France must be the principle 
of the debt and interest in full until paid, would in this crisis 
be a rash and unsafe adviser. Such a course might involve the 
world in a great disaster and as a result produce no collection 
after all. The subject requires more careful treatment. Such 
a proposal, applied to an original debt of about three and a third 
billion dollars, would mean the payment of about $200,000,000 
annually, or a total of about $12,000,000,000 over a period of 
sixty years. 

This is entirely out of the question now, for the United States 
debt commission has already offered to accept a settlement on the 
basis of about 314 per cent interest, or the payment of about 
$150,000,000 annually, an aggregate of about $9,000,000,000. 
France has proposed a schedule of payments of about $100,- 
000,000 a year, or an aggregate of about six billion dollars. Be- 
tween the offer of the United States and the offer of France, 
there was a difference of about $50,000,000 a year, which is less 
than 2 per cent of the income of our national government, and 
less than 1 per cent of the total.tax burden, state and national, 
of our people. 

Amount Secondary. The report of the committee of experts, 
in the matter of German reparations, which was adopted by the 
European governments in the adjustment of their claims, laid 
its stress rather on the effects of making a settlement, upon the 
business conditions in the world, than on the amount of indemnity 
to be demanded. From the standpoint of the creditor nations, 
the aggregate amount of indemnities fixed, was disappointing, 
but in the end it was cheerfully accepted, because it offered the 
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promise of comparative freedom from political control of business 
matters, and the prospect of restoring the parity of the mark 
and the credit of Germany, and of reestablishing the extension 
of private credits and the normal transaction of business. 

Such things were regarded as of far greater importance than 
the amounts involved, and yet the amounts involved were greater 
than those with which the present controversy is concerned. No 
better example could be given as to the effect upon the business 
of the world, of the restoration of confidence, than that which 
is to be found in the contrast between conditions before and 
after the adoption of the plan submitted by this committee of 
experts. 

Mark Now Stable. During 1923 the steady decline of the mark 
had produced in Germany a feverish activity which at first pre- 
sented the false appearance of great prosperity but finally resulted 
in complete collapse. Laborers refused to accept, in payment for 
wages, money which might lose its purchasing power in a week. 
Men who controlled credit would not use it, and enterprise was 
halted. Germany, for the time being, had lost its power to pur- 
chase goods, and with it also its power to pay its debt. At the 
present moment the value of the mark is stable. The wage earner 
knows the value of what he receives in payment for his work. 
Confidence throughout the world in the recuperative powers of 
Germany has been reestablished and the reservoirs of credit have 
been opened to her. It is only another example of the effect of 
confidence upon business. 

There is another remarkable development to be noticed, and 
that is the effect of the restoration of credit and the improvement 
of business, upon international good will. The conference just 
ended at Locarno, and the attitude of the German delegates at 
that conference is proof of this. Luther and Stresemann demand 
that the German people should trust France, and announce, in 
effect, that the world can recover itS equilibrium only by dis- 
tributing its burdens and by exercising the spirit of conciliation. 

All American citizens, and especially those of German origin, 
will be quick to respond to the suggestions of these great states- 
men, who have assumed such moral leadership in the world. 
Many will be found henceforth supporting that schedule of pay- 
ments in the settlement of the French debt that offers the best 
protection to Europe against collapse and disaster, for they know 


x 
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that in the end, harshness in debt collection will inflict the greatest 
hardship upon that nation which has the greatest debt. 

Agreement Chief Aim. When one reflects upon the events of 
the past two years, and realizes the mighty changes that follow 
after fear and apprehension have been allayed and confidence 
is restored, he realizes that confidence cannot come while quarrels 
are raging, but that agreement must be reached before any prog- 
ress can be made. The nature of the settlement appears less 
important to him than the settlement itself. So long as important 
matters remain in controversy, uncertainty exists and there is an 
atmosphere of fear and apprehension. 

Whenever a settlement is proposed and accepted, whatever ‘that 
settlement may be, business is adjusted to it. Fear is dispersed 
and confidence reappears, enterprise is stimulated, production is 
increased and purchasing power grows. 

The effect of such things is not only to make certain the pay- 
ment of obligations assumed, but to increase the consuming power 
of nations, and to restore the normal functioning of all the ma- 
chinery of trade and industry throughout the world. 

The obstacles to such recovery do not seem to be great, but 
chief among them is this troublesome problem of the adjustment 
of the debt of France to the United States. So long as it remains 
unsettled, uncertainty and apprehension must exist. 

The minds of business men will not be at rest, either in New 
York, Paris, London, or Berlin, until this matter is settled and 
settled upon such a basis as’ will give assurance that the times 
fixed for payments and the amounts thereof are within the ability 
of the French people to pay. So long as the matter remains 
unsettled, or even after a settlement, if the consensus of business 
judgment is that the amounts agreed upon cannot be paid, there 
will be a tendency on the outside to withhold credits from France 
and a disposition on the part of French capitalists to get a por- 
tion of their wealth into some kind of credit in foreign currency. 
This threat to the stability of the franc, this obstruction to com- 
merce and to the movement of credit throughout the world will 
be an injury to all the nations of Europe. 

Protection Necessary. Germany, Italy and even England have 
great obstacles to overcome and difficulties to surmount. A seri- 
ous impairment of the credit of France would greatly increase 
these difficulties, and that any great calamity to Europe would 
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injure the United States must be apparent to all. We ought not 
to take the risk of determining by experience exactly how much it 
would injure us. On the contrary we ought to be willing to 
accept such a portion of the amount France owes us as the finan- 
cial judgment of. the world would approve as being within the 
ability of France to pay without too great strain. 
_ And further we ought to consent and from the standpoint 

of self-interest we ought to insist that both France and the United 
States should have protection against the inevitable shock that 
would follow if the amounts agreed upon were found at some 
later time to be excessive. 
_ Danger to Allies. It was of the essence of the agreement made 
in settlement of the German indemnities that when Germany had 
paid the full amount agreed upon in German marks to the credit 
of the Agent General in Berlin, it had fully complied with its 
agreement. The responsibility of transferring that credit into 
francs, pounds, liras and dollars was assumed by the Allies. 

The internationally formed Transfer Committee was organized 
_ to accomplish this purpose so far as it can be done without de- 
basing the mark or throwing Germany into financial confusion. 
This was done not because of a tender regard for Germany so 
much as because of a realization of danger to all the nations of 
Europe that would come if Germany should collapse. The col- 
lapse of France would be quite a serious matter to us. It would 
not only terminate such payments.as she might have agreed to 
make, but would disturb in more important ways our industrial 
and financial serenity. 

The prompt acceptance by the United States of the offer of 
-France to pay over a period of. sixty-eight years an aggregate 
of about $6,000,000,000 principal and interest upon a debt of 
about three and a third billion dollars, would have removed the 
last obstacle to world recovery. It would have opened the mar- 
kets of the world to American manufacturers, and released the 
accumulated credits in America, for the use cf the world. To- 
gether with the results of the Locarno conference, it would have 
marked the beginning of an era of good will, as well as a period 
of business prosperity. 

Controversy Still Alive. To have rejected this offer, to let 
the Caillaux delegation return to France and report that another 
five-year period of political controversy and wrangling must be 
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endured before a definite settlement could be made, and the minds _ 


of business men put at rest, may prove to be an international 
calamity. 
If there be those who shout that a debt is a debt and must 
be paid though the heavens fall, and that the moral sense is 
offended by any mitigation of its conditions, it might be replied 
that such is not the usual conception of bankers; that it is dif- 
ficult to see the moral distinction between the payment of 3% 


per cent interest and 134 per cent; and that the war with all its 


tragedies has incidentally wiped out greater debts than these, and 
unquestionably reduced the capacity of more than one great nation 
to make exterior payments on national debts. 

Consider, for a moment, the effects of the war and the years 
since the war upon the financial conditions of France, in order 
to determine whether the rigid collection of the full amount of 


all claims against her with legal rate of interest, is indeed a moral . 


necessity; or if upon the other hand a prudent creditor, moved 
by the natural desire to make the largest possible collection, would 


not think it necessary to modify his demands, and if he deemed — 


it necessary, be able to find some way to do so without violating 
his moral sense. 

The war, itself, created enormous financial burdens upon 
France, and imposed: great obligations after the war. I confess 
that I am one of those who cannot help feeling that we share, 
to some extent, the responsibility of this expense and these obli- 
gations, since France’s efforts contributed to the common victory. 

I do not claim that because of France’s services in the war, 
or because of the fact that she lost, killed and wounded, as many 


men as we sent to France, that we ought to adopt any other atti-- 


tude than that of the prudent creditor. I think, however, there 
is a distinction to be made between a debt of this nature and any 
other debt that was created for the purpose of making a profit. 
But I do not insist upon this so much as upon some effort being 
made to measure the effect of the war upon the paying power 
of France. I think we must take into consideration such matters 
as the expense of rebuilding the devastated areas, and of assisting 
Poland in the defense of its borders against Russia, and of main- 


taining the mandate in Syria (which we, ourselves, declined to 


assume as being an expensive burden) and of defending the 
French colonies in northern Africa. 
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_ We have seen France criticized for assuming expense in these 
matters, but where have we seen any convincing statement of the 
possibility of France avoiding these burdens, and where have we 
seen any definite statement of the excessive expenditures in- 
curred in the performance of these particular obligations? 
Unless we can show positively that such things as these were not 
really the consequences of the war, and were not assumed by 
France under the compulsion of its obligations made under the 
treaty, then we have no right to object to the expenses of them 
being met before her debt to us is paid. 

Rebuilding Expensive. In the first place, let it be remembered 
that the population of France is only 40,000,000 less than. 40 
per cent of the United States, and that the expenses of rebuilding 
the devastated area have amounted to about $8,000,000,000, in 
itself about $200 per capita. If the payment of indemnities as- 
sumed by Germany be paid in full, France’s proportion will never 
be sufficient to reimburse her for this expenditure. The war 
bonds issued by France have reached such a sum that the interest 
upon them is the equivalent of about $1,000,000,000, or $23 per 
capita. The expenses of government are about $18 per capita. 
In spite of some violent but unsupported charges of extravagance 
made against the French government by people in this country, 
this is just about the per capita expenses of conducting our own 
government. Our state and local taxation exceeds this. 

This total of $41 per capita in taxes paid for maintaining their 
central government, exonerates France from the serious charge 
of evading taxation, particularly when it is remembered there 
must be some expenses for purely local government, and that 
the per capita income in France is low; in fact, estimated by the 
London Economist at only $200 per capita. 

Demands Are Heavy. With taxes at 20 per cent or more of 
income compared with 11% per cent in this country, as estimated 
by the National Industrial Conference! Board, it would surely 
require more than human wisdom to be able to assert now that 
during the next sixty-eight years France could raise and punc- 
tually pay the additional sum of $150,000,000 annually. 

One wonders at their courage in assuming the obligation to 
make regular annual payments of even $100,000,000. 

To ask French statesmen to assume an obligation which they 
believe their nation is incapable of discharging is perhaps press~ 
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ing matters too far. Too ready acquiescence to such demands 
might present the appearance but would assuredly not give the 
substance of settlement. The business men of the world would 
not be deceived nor would the revival of confidence follow after 
any such settlement. 

Franc at Low Point. It really ought not to be forgotten when 
considering the financial condition of France that already the 
franc has been depreciated from a par of twenty cents to about 
five cents. This means that there has been expropriated in ef- 
~ fect already three-fourths of the real value of all such property 
as is represented by bonds, notes and credits, and the taxpaying 
capacity of the people has thereby been reduced. 

The railroads of France, the tobacco monopoly, the telephone 
and telegraph systems are owned by the government. They 
neither produce a profit nor make large payments of taxes. Due 
to the public ownership of .these utilities, vast resources for the 
payment of debt or the public expenses have thus, in a way, 
been removed from a question that concerns us. We cannot 
safely ignore it. 

Careful Attention Needed. The serious and certain ill effects 
to us and to the rest of the world that would follow a catastrophe 
to France call for the careful attention of our statesmen. The 
expert cannot give us the final answer, though his figures and 
facts must be secured. The sentimentalist cannot assist us much, 
though all sound sentiment must have its due influence. 

The nationalistic enthusiast has had his say too long. The 
statesman must correlate the facts and theories of economic 
science with the obligations of sentiment and harmonize them 
with all the psychological factors that are involved and ascertain 
and fix some aggregate sum, the time and method and the con- 
ditions of paying it, so as to conserve our national interests with- 
out destroying either the paying power of our debtors or the 
purchasing power of our ‘customers. 


D.—THE NEW REICHSBANK LAW * 


In compliance with the Dawes Plan, the German 
Government passed legislation which provided for a néw 
Reichsbank to take the place of the old one. The new 

* From Federal Reserve Bulletin, November, 1924, 
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bank is modeled largely after the older one, with a few 
innovations adopted from the Dawes report. The man- 
agement is German, but there are foreign members on 
the general board who act in a supervisory capacity to 
see that the rules are observed. The functions of this 
bank are: (1) to operate as a commercial banker’s 
bank, thus regulating the supply of currency and credit; 
(2) to conduct the nation’s clearing system through its 
various branches; (3) to control the money market 
through its discount policy; and (4) to act as fiscal agent 
for the national government [Ed. Note.] 


Laws providing for liquidation of the Rentenbank and for 
establishment of a new bank of issue in Germany were passed 
by the Reichstag on August 30. These laws, drafted in com- 
pliance with the Dawes Committee plan of financial reorganization 
and currency stabilization, had previously been submitted to the 
Reparation Commission for approval. After the flotation of the 
800,000,000-mark loan an executive decree giving effect to the 
new legislation was issued in the second week of October, 1924. 

Organization Committee. A complete plan for organiza- 
tion of a proposed new bank of issue embodied in the Dawes 
report provided for appointment of an organization committee 
which should supervise the writing of a new bank law, carry 
the organization through its initial stages, and decide in its dis- 
cretion whether an entirely new institution should be created or 
the old Reichsbank be reorganized. This committee, consisting 
of Sir Robert Kindersley and Dr. H. Schacht, determined to 
transform the Reichsbank; the new bank of issue has, therefore, 
been legally created by amendment of the Reichsbank law of 
March 14, 1875, which has been extensively rewritten, although 
important sections have been taken over, intact from the old law. 
While the new law follows the Dawes Committee plan closely, 
important deviations from the plan are found in provisions fix- 
ing reserve percentages’ (above those proposed in the plan), and 
in provisions relating to the distribution of profits. Taken as a 
whole, although its operations have been more specifically de- 
limited by law, the fundamental character and functions of the 
Reichsbank are to remain unchanged. It is to continue to operate 
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as a commercial bankers’ bank and as practically the sole bank 
of issue, whose function it will be to regulate the supply of cur- 
rency and credit. 

How soon the condition of the new Reichsbank will justify 
it in undertaking full performance of all functions assigned to 
it remains to be seen. At the moment one can but examine the 
provisions of the new law. The new Reichsbank is an au- 
tonomous institution independent of the German Federal Gov- 
ernment. It possesses the attributes of a corporate body. It is 
located in Berlin, as heretofore, and its name remains unchanged. 

Note Issue. The note-issue function will be one of the principal 
functions of the new as it has been of the old Reichsbank. Prac- 
tically exclusive right of note issue for a period of fifty years 
is given to the new Reichsbank.* The Rentenbank may not 
increase its note circulation and the issue privilege of the Gold 
Discount Bank is revoked. Notes to be issued by the Reichsbank 
will be denominated reichsmarks. The Reichsbank will call in 
all its present circulation and convert it into reichsmarks at the 
rate of one trillion marks for one reichsmark. This exchange 
must be completed within such period as may be determined upon 
by the managing board.f Outside of gold currency, the notes 
of the Reichsbank will be the only unlimited legal tender in the 
country. Notes will not be issued in denominations smaller than 
10 reichsmarks. Foreign bank notes or other non-interest bear- 
ing bearer obligations may not be used in making payments 
within Germany. 

‘Capital. According to the law, the capital of the new Reichs- 
bank must amount to at least 300,000,000 and may not exceed 
400,000,000 gold marks. From present reports, it appears that 
the new bank is expected to begin operations with a capital of 
300,000,000 gold marks. Shares in the new bank must be paid 
for exclusively in gold or exchange, excepting those shares of 
stock which will be issued in exchange for the shares in the old 
Reichsbank and for the shares in the Gold Discount Bank. In 


* Existing issue privileges of the Bayerische. Notenbank, the Wuerttem- 
bergische Notenbank, the Saechsische Bank, and the Badische Bank are 
not invalidated; the combined issues of these four institutions may not 
however, exceed 194,000,000 marks and will, therefore, continue to be nal 
nificant items in the total circulation. 

i According to the latest reports, this exchange will have to be completed 
within three months after call, but no call date has yet been fixed. 
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making these exchanges the shares of the Gold Discount Bank * 
will be accepted at par at the current rate of exchange. As 
to the old Reichsbank shares, the law provides that not more 
than 100,000,000 marks of new shares may be issued against 
the capital stock of the old Reichsbank. Before this exchange 
could take place, therefore, it was necessary for the old Reichs- 
bank to reduce its capital of 180,000,000 to 100,000,000 or less. 
At a meeting of the stockholders of the old Reichsbank held on 
October 4, it was decided to reduce the capital of the old bank 
from 180,000,000 to 90,000,000, so that 90,000,000 gold marks 
of new shares will be issued to the stockholders of the old Reichs- 
bank. Finally, it is provided that stockholders shall not be per- 
sonally liable for the obligations of the new Reichsbank—a pro- 
vision taken over from the old law. 

Organization. The organization of the new Reichsbank will 
be closely analogous to that of the old bank. Its administration 
will be in the hands of a board of directors, or managing board, 
as was true of the old bank. Until 1920, when the Reichsbank 
became autonomous, governmental supervision was carried out 
through the Reichsbankkuratorium, and under the present pro- 
gram certain foreign powers—in place of the German Govern- 
ment—will henceforth exercise supervision, acting through the 
general board, which replaces the Reichsbankkuratorium. In 
-modified form the functions of the annual meeting of stockholders 
and of the council chosen from the ranks of the stockholders 
have been embodied in the new law. The only real innovation, 
which is adopted from the Dawes report, is the addition of a 
foreign commissioner of note issue. 

The plan proposed in the Dawes report was specific in its 
provisions as regards methods to be followed in electing the com- 
missioner of note issue, the members of the managing board, and 
the members of the general board. Furthermore, the powers, 
functions, and interrelations of these three agencies were clearly 
defined. All of these provisions, which were designed to insure 
efficient administration and at the same time adequate control, 
have been embodied in the new law with insignificant changes. 


* Although there has been some discussion recently of continuing the 
Gold Discount Bank as an independent institution, both the Dawes report 
bank draft and the new Reichsbank law contemplate the absorption of this 
institution into the new bank. 
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Managing Board. The managing board, whose members must 
all be of German nationality, will as heretofore exercise pre- 
dominating influence in the administration of the bank. Not only 
is the practical management entirely in its hands, but the exclu- 


sive control of the currency, discount, and credit policy also is” 


vested in it. The managing board may submit its plans or pro- 
posals to the general board for an opinion, but this is not 
obligatory. In three instances only is assent of an outside body 
essential. One of these is found in the provision that the af- 
firmative vote of every member but one of the general board is 
necessary if the reserve ratio is to be reduced below the legal 
minimum of 40 per cent, a provision taken over from the Dawes 
Report draft. A second is the requirement of consent not only 
of the general board but also of the Federal Government before 
redemption of the Reichsbank’s notes in gold or its equivalent 
‘may be resumed. The third instance relates to collateral loans 
and will be discussed below. 

Transfer Committee. Neither the agent general of reparations 
nor the transfer committee is given any positive control over 
the administration or the policy of the bank. The law states 
merely that in handling the reparations account, the relation 


between the agent general and the Reichsbank shall be that of — 


a customer and bank. On this point the Dawes plan itself’ went 
no farther than to state that: “When the committee (transfer 
committee) is of the opinion that the bank’s discount rate is not 
in relation to the necessity of making important transfers, it 
shall inform the president of the bank” (Dawes report, annex 
6, to the report of the first committee of experts, Section VII). 
Nor are the London protocols more specific. So that the powers 
of the agent general and of the transfer committee over German 
currency and credit policy will be limited to those inherent in 
their control over the reparations account. 

President. The chairman of the managing board, who is also 
chairman of the general board, will be the president of the bank 
and its managing director. He must be of German nationality. 
On recommendation of the managing board he will appoint the 
‘officials of the bank, and he will have full charge of the bank’s 
technical organization. The first president of the new bank will 
be the present incumbent, Dr. Hjalmar Schacht. 

General Board. The general board, composed of seven 
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foreigners* and seven German members, will exercise its control 
over the Reichsbank chiefly through its electoral powers. By a 
majority vote of nine members, six of whom must be German, 
‘it will elect the president of the bank, subject to the approval of 
the President of the German Republic. The president of the 
bank in turn will appoint the members of the managing board. 
These appointments, however, will require the approval of the 
general board in the form of an affirmative vote of at least nine 
members, six of which must be Germans.t Finally, the general 
board, by a vote of at least nine members, six of which must be 
foreign, will elect from the members of the board, or outside 
the board from the citizens of a country represented on ‘the 
board, the commissioner of note issue, who in case he is not 
already a member, becomes a member of the general board, to 
the exclusion of that one of the foreign members of the same 
nationality as himself. 

The administrative function of the general board will for 
practical purposes be advisory only. This has already become ap- 
parent in the discussion of the relation of the managing board 
-to the general board. Nevertheless, the general board’s actual 
influence may in practice exceed its theoretical powers. It is 
not unlikly that conditions may arise which will make it seem 
desirable to the managing board to seek the assent of the general 
board, even if such assent is not legally essential. 

Council. The council of stockholders, which even before the 
war was becoming of less and less importance, will be reduced 
to a merely advisory body with whom the managing board may 
from time to time discuss questions of policy. 

Annual Meeting. The annual meeting of stockholders will 
have the power to determine upon the distribution of profits 
in so far as this distribution is not already determined by pro- 
visions of the law. Furthermore, the election of the council 

* One member of each of the following nationalities: United States, 
British, French, Italian, Belgian, Dutch, and Swiss. The foreign members 
of the first general board were appointed by the organization committee. 
The appo‘ntments are: Gates McGarrah (United States), Sir Charles 
Stewart Addis (Great Britain), Charles Sergeant (France), Carlo Feltri- 
nelli (Italy), Prof. G. W. J. Bruins (Netherlands), M. E. Jansen (Bel- 
gium), and Prof. Bachmann (Switzerland). 


+ According to the latest reports, the directorate of the old bank has 
become the managing board of the new bank practically without change. 


780 MONEY, CREDIT AND BANKING PRINCIPLES 


of stockholders and the German members of the general board 
will devolve upon them. Finally upon proposal by the manag- 
ing board, the meeting of the stockholders may with the con- 
sent of the general board amend the statutes* of the bank. 

Commissioner. The commissioner of note issue will have no 
control over the administration or the policy of the bank. His 
function will be merely to enforce compliance with the provisions 
of the law in regard to the issue of notes and the reserves. His 
responsibility will be signified by the fact that each note issued 
will bear his signature. Prof. G. W. J. Bruins (Netherlands) 
has been designated as the first commissioner of note issue. 

Scope of Operations. Although closely following the Dawes 
Report draft, the sections referring to the scope of operations 
of the new bank are so important as to justify their reproduction 
in full; 


The bank is authorized to transact the following types of business: 


(1) To buy and sell gold and silver coins or bullion as well as exchange. 
(2) To buy, sell, or discount bills of exchange maturing in not more than 
ninety days, bearing at least three names of known solvency, and checks 


bearing at least three names of solvency. The requirement of the third 


name may be dispensed with provided satisfactory collateral is substituted. 

The volume of such paper, however, may not exceed 33-1/3 per cent of the 

total bills held. All bills must relate to bona fide commercial transactions.} 

(3) To grant interest-bearing loans up to ninety days against the follow- 
ing collateral : 

(a) Gold and silver, minted or unminted. 

(b) Fully paid common or common priority stock or priority obli- 
gations of German railroads whose lines are in operation, as well as 
debentures of agricultural, communal, or other German land credit 
institutions under Federal supervision, and debentures of German 
corporate mortgage banks, upto 75 per cent’ of the market value. 
Obligations of public land credit institutions, as well as bearer 
obligations of the above-mentioned institutions and banks, issued on 
the basis of loans granted to domestic, communal corporations, or 
guaranteed by such a corporation, are given the same status as 
debentures mentioned above. 


* The statutes of the bank are relatively unimportant; they deal in the 
main with the requirements for the meetings of the various boards and 
committees and lay down certain principles of valuation for the annual 
balance sheet. The first set of statutes was drawn up by the organization 
committee. 

if The old law required “at least” two signatures to make bills of exchange 
eligible for discount. Under the new law an additional signature is required 
supposedly with the purpose of eliminating finance bills. 
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(c) Bearer obligations of the Federal Government, of a German 
state, or a domestic communal corporation or interest-bearing obliga- 
tions, the interest on which is guaranteed by the Federal Government 
or by one of the States, up to 75 per cent of the market value. The 
maturity on the above-mentioned obligations must not exceed one 
year. Loans guaranteed by such collateral may be granted to banks 
of known solvency only. 

(d) Interest-bearing bearer obligations ef foreign states as well 
as state-guaranteed foreign railway priority obligations, up to 50 per 
cent of the market value. 

(e) Bills of exchange bearing names of known solvency with a 
discount of at least 5 per cent. 

‘(f) Merchandise warehoused within the country up to two-thirds 
of its value. The bank may with special authorization of the general 


board * take as collateral long-term obligations of the Federal Gov- 
ernment for loans maturing in ninety days or less if there are two 


guarantors liable for the obligations of the Federal Government for 
loans maturing in ninety days or less if there are two guarantors 
liable for the obligations outside of the collateral, both of whom 
must be doing business within Germany, one of whom must be a 
bank. It is, however, stipulated that secured loans for which 
long-term obligations of the Federal Government are collateral may 
not exceed the paid-up capital of the bank plus its reserves. 

(4) To buy and sell the securities mentioned under 3(c) ; the purchase of 
such securities for its own account is permitted only in so far as it is essen- 
tial to maintain its current business with its customers. 

(5) To handle collections for institutions, official bodies, and private 
persons; to make payments and transfers for their account, provided the 
bank has received countervalue. 

(6) To buy for customers’ account securities of any kind as well as 
precious metals, provided the coyntervalue has been received, and to sell 
the same provided delivery has been made. 

(7) To receive money without interest on deposit or in giro (transfer 
account). 


The law further provides that the bank may not accept time 
bills of exchange drawn against it. It may not grant loans against 

mining property, oil fields, or stock, unless they be secondary - 
' security, nor may it buy or sell real estate, stocks, or goods, ex- 
cept for the purpose of liquidating assets or carrying on its own 
banking business. 

These: provisions show that within the specified limits the 
Reichsbank will be empowered to transact essentially all kinds 
of banking operations except those of an investment house. 


* This is the third instance in which the assent of the general board is 
required before action may be taken by the managing board. 
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This is no innovation as compared with pre-war conditions, ex- 
cept that the present law is somewhat more rigid in respect princi- 
pally to its provisions devised to prevent excessive amounts of 
Government paper from getting into the bank (sections 3(c 
and 3(g)). ; 

Clearance. Another important function of the Reichsbank, 
after note issue, will be that of clearance. This function arises 
out of paragraph 7 of the above provision. Through. its branches 
situated all over the country the Reichsbank will continue as 
heretofore to conduct the country’s clearing system (Giroverkehr). 

Discount Market. Paragraphs 2 and 3 of the provisions in- 
dicate the relation that the Reichsbank is to have to the money 
market. These sections contemplate that the Reichsbank shall 
in the future engage in market operations of the same general 
character as before the war, 7.e., that it shall act not primarily 
as a credit-granting agency but rather as the pivotal factor in the 
discount market by standing ready to rediscount any good com- 
mercial bill running ninety days or less.* The control of the 
money market by its discount policy will, as formerly, be one 
of the more important, if not the most important, function of the 
new Reichsbank.t 

Fiscal Agency. A fourth function of the new bank will be 
to serve as fiscal agent of the Federal Government. It will 
execute free of charge all operations connected with the flotation, 
redemption, and payment of interest on Government bonds. On 


* Actually the average maturity of bills held is likely to be considerably 
less. Until recently when it relaxed its restrictions, the Reichsbank was 
confining itself to the discounting of very short maturities, preferably ten 
days or less. The volume of agricultural paper held was, however, so great 
that it is improbable that the pre-war average of about thirty days was 
attained. 

t+ At the moment the discount market is still practically nonexistent in 
‘Germany, and the recent efforts to reestablish one have not been successful. 
The prime essential of a discount market is that some institution be prepared 
at any time to rediscount any amount of paper at its rediscounting rate. 
In order to preserve the stability of the currency, the Reichsbank was forced 
to ration its volume of rediscounts, beginning April 7; furthermore, it began 
to discriminate in favor of bills of exceptionally short maturities. The 
recent decision to raise its volume of rediscounts by 10 per cent, and to 
accept longer maturities has not contributed much toward reestablishing a 
discount market. One result of this situation has been that individual banks 
have been compelled to rely on themselves for reserves. Incidentally it may 
be noted that this throws light upon the discrepancy between long-term and 
short-term interest rates in the money market. 
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all other transactions, the Reichsbank may make the same charges 
as to any other customer. The granting of credit to the Gov- 
ernment will be strictly limited. The Reichsbank may extend 
to the Government credit for working capital up to 100,000,000 
marks for ninety days, but there must be no indebtedness at the 
end of the fiscal year. It is further authorized to grant credits 
up to 200,000,000 marks to the railroads and the post-office sys- 
tem. With these exceptions, the Reichsbank may not extend 
any credit directly or indirectly to the Government, or to the 
states, or the communes, or to any foreign government. 

' These provisions will not, however, affect the loans extended 
to the Government by the agreement made between the Govern- 
ment and the Reichsbank relative to the liquidation of the old 
Reichsbank. This agreement was approved by the meeting of 
the stockholders mentioned above. In lieu of the granting of 
the note-issuing privilege for fifty years, and in lieu of re- 
linquishing its claim to any residue arising out ot the liquidation 
of the old Reichsbank, the Government received the following 
considerations: The Reichsbank assumed liability for the repay- 
ment of the dollar loan, amounting to 252,000,000 gold marks, 
due April, 1926; furthermore the floating debt of the Govern- 
ment with the Reichsbank, amounting to 235,000,000 gold marks, 
and arising presumably out of exchange payments made by the 
bank on behalf of the Government to support the mark early 
in 1923, will be funded. The Reichsbank will grant the Gov- 
ernment a permanent loan of 100,000,000 gold marks at 2 per 
cent, repayable with the recall of the note issue privilege, and a 
loan of 135,000,000 gold marks at 3 per cent, repayable in equal 
installments over a period of fifteen years. 

Reserves against Notes. As noted above, the new law differs 
from the Dawes Report draft in respect to its provisions fixing 
the reserve percentages. The new bank will be required to main- 
tain a 40 per cent * reserve against its'notes in circulation. At 
least 75 per cent ¢ of this reserve must be in the form of gold, 
in vault or with foreign banks of issue at the free disposal of the 
Reichsbank, the pound of fine gold} being reckoned at 1,392 
Reichsmark. The balance of the 40 per cent reserves may be in 

* The draft in the Dawes Report called for 33 1/3 per cent only. 


+No such requirement was embodied in the Dawes plan draft. 
+ Reckoned at 500 grams to the pound. 
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the form of exchange, exchange being defined as (a) foreign 
bank notes, (b) bills of exchange running not more than fourteen 
days, (c) foreign checks, or (d) deposits with any bank located in 
2 foreign financial center and known to be solvent. Against the 
balance of 60 per cent, the Reichsbank will be required to hold 
eligible bills of exchange or checks. 

Under special circumstances and with the consent of the gen- 
eral board the reserve percentage may be allowed to drop below 
40 per cent. In case the reserve percentage remains below 40 
per cent for more than a week the Reichsbank will be required 
to pay a deficiency tax to the Government, according to a sliding 
scale similar to that embodied in the Federal Reserve Act. When- 
ever a deficiency tax is to be paid, the discount rate must be 
raised by one-third of the tax rate to be paid and to at least 5 
per cent. 

Reserve Against Deposits. Against its total deposits, exclu- 
sive of the account of the agent general, the bank is required 
to hold a special cover of 40 per cent. This reserve is to con- 
sist of deposits in other banks or abroad, checks on other banks, 
bills of exchange maturing in not more than thirty days, or 
callable secured loans. The old Reichsbank law required no 
reserves against deposits. The Dawes draft, however, called for 
a reserve of 12 per cent in gold or its equivalent, in addition to 
a reserve of 30 per cent instead of 40 per cent in the form of 
liquid assets. In comparison with the Dawes draft, therefore, 
the present law is considerably less rigid as regards its require- 
ment of reserves against deposits. The type of assets which 
may be legally employed as cover seems in fact so comprehensive 
as to admit assets of almost every kind. 

Convertibility. The bank is required to purchase any gold 
offered by the issue of its notes at the fixed rate of 1,392 Reichs- 
marks to the pound of fine gold. This makes the gold content 
of the new Reichsmark equivalent to that of the old mark. Fur- 
thermore, the bank is compelled to redeem its notes to any bearer 
upon presentation in gold or gold coin at par or in foreign ex- 
change at the current rates of exchange. Foreign exchange is 
defined as checks on or transfers on the books of specified foreign 
banks. If redemption is made in the form of foreign exchange 
a charge not exceeding the expense of shipping gold may be 
made. None of these provisions, excepting those referring to 
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the purchase of gold, go into effect with the rest of the law. As 
intimated above, they will require the assent of the managing 
and general boards, and, according to present indications, the 
definite return to a posing gold standard is not contemplated 
at this time. 

Profits. The bank is to maintain a reserve fund, and so long 
as this fund amounts to less than 12 per cent of the notes in cir- 
culation, up to 20 per cent of the net profits each year are to be 
added to it. Shareholders. are entitled to a cumulative annual 
dividend of 8 per cent, which will be paid after the reserve fund 
requirements have been met. Of the balance of the net profits, 
the Government will receive an important share in lieu of taxes. 
Of the first 50,000,000 gold marks, one-half is to go to the 
Government, and one-half to the shareholders; of the second 
50,000,000 marks, three-quarters is to go to the Government and 
one-fourth to the shareholders; on any balance nine-tenths is to 
go to the Government and one-tenth to the shareholders. 

The first statement of the new Reichsbank is given below. The 
various items of the statement represent assets and _ liabilities 
taken over from the old Reichsbank converted to a gold basis. 
A recent statement of the old Reichsbank appeared in the 
Bulletin for August, 1924, page 637. The liability for notes in 
circulation is on old Reichsbank notes to be redeemed at a trillion 
to one. The reserve against notes, according to this statement, 
is 43.9 per cent in gold and 58.6 per cent in gold and foreign 
currency. 


First STATEMENT OF CONDITION OF THE NEW REICHSBANK, 
OcToBER 15, 1924 


ASSETS 

Reichsmarks 
SHALES MIOLEV CL ISSULCR faciecrsitamies aie aisle seis teenies sia oe 210,000 ,000 

Gold and bullion (of the gold and bullion, 172, (43, 000 reichs- 
MAricranerdepositedr abroad) a.t.. sa oe «west eis cka cle e wea. 613,625,000 
RESERV. aM Onelen CULTENCIES..fe nya vate ele «eos was ss 204 , 541, 000 
(Bilicrorerchanee anid (CheCKS)smaieeye)<leeielsie ala\sos wees os soa 2,153,943 ,000 
SMIVEM AN CmOUMCTCOINS a mmiiitiaista sta tis c)sierciew oro cis .c ais eee ee 59,359,000 
INotesiomouner German Danks. 2.46. cebces se ee eet cee oe ne None 
Ndrancestonicollatenalmiacei ai sileistiltas sora c ses eases 15,947 ,000 
SREIRECUIIES, o oa 0 50) G6 ERI een toe ene On 0 NRO a mene mee Onc c 77,517,000 
‘HGP BASES. o cap Sood p20 6.0700 20Inn 0 CO OD ERED oO. 929 ,901 ,000 


WWeGLAGHSIGD tins odo bode es SOO pO mOmed en mde mend oomcr 4, 264,833,000 
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LIABILITIES 

Capitaleae nice saeeemeeekn a me oe aioe ac onic Sem eeina gee 90 ,000 ,000 
Increase of capital as decided upon at recent general meeting 210,000,000 
pei g IRC pe er ed ucno ecla.t 4 Ae ackaeeeen O MOE eS io O icin cat 900 ,000 
Notestin circulationagcaerrs oases os cee into nano breast deyeas 1,396,748 ,000 
Other: demand liabilities 25: 2... 2. 0010-0720 is ote eee 828,511,000 
Duetothe Renteribankie s sere oc. ce seh alee ate ols otalevctenaetek oe 800 ,000 ,000 
Other Mabilities 5.1. cevisem cela ase Dalslace cial abeoe abel epaareee 938,674,000 

Total la pilities* 44s pit crtsctalc.c os iiseredt cdatararcce So eekats 4,264, 833,000 


QUESTIONS AND EXERCISES 


1. What are the main features of the Dawes plan? How are payments 
made under it? 

2. What were the conditions of the German currency at the conclusion of 
the Dawes investigation? 

3. How is Germany’s burden measured? 

4. Outline the organization and operation of the new Reichsbank and com- 
pare it with the central banks of other countries. 

5: bees are the chief problems in the future adjustments of international 
ebts ¢ 


PART VI 


INTERNATIONAL FINANCIAL RELATIONS OF 
THE UNITED STATES 
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CHAR TAR XXL 


FOREIGN EXCHANGE RELATIONS AND PRICES 


A.—CURRENCY, FOREIGN EXCHANGE, AND 
PRICES * 


WHEN there are no obstacles to the free movement of 
gold from country to country, international values tend 
to be relatively stable. When unobstructed, the move- 
ment of gold is conditioned by comparative gold prices, 
trade balances, and interest rates. Normally, these three 
factors regulate gold movements automatically. When 
the movement of gold is restricted and large amounts 
of unsecured paper currency are issued, this freedom of 
movement is destroyed. 

The main factor in determining the exchange ratio of 
different currencies is the relative purchasing power of 
each currency at home. The rate of exchange between 
two countries, therefore, always tends to express the 
relative purchasing power of the two currencies. This 
relation must be distinguished from mint parity. An 
inflated currency will diminish in purchasing power in 
foreign countries sometimes to a greater extent than at 
home. A new rate of exchange is established. The cur- 
rency of such a country fluctuates in value on the world 
markets in some rough relation to the amount of inflation 
at home.—[Ed. Note. ] 


Money and Prices. In examining the currency problem and 
the position of gold at the present time and its probable position 
in the future economy, it is well briefly to review factors influenc- 
ing the value of gold, the relation between gold as money and as 
bullion, and the part played by gold in currency, finance, and trade, 
also such things as the significance of purchasing power parities 
and the effects of depreciated currencies upon trade and exchange. 
rates. Most of these factors are elementary and are well under- 

* Report of Gold and Silver Inquiry Commission, United States Senate, 
1925. 
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stood by economists. Nevertheless, although people in Europe 
have suffered greatly from currency depreciation, the effects of 
which are very real to them, few of the people have more than 
vague ideas as to the cause of the trouble. If a man on the street 
is asked why the money has so little value the answer may be 
“the war,” or that the government is weak and has a big debt, 
that the banks have no gold, or that people do not trust the govern- 
ment. Occasionally, the answer will be that there is too much 
paper money. Principles of money are still not generally under- 
stood, both here and on the other side, therefore a restatement of 
these principles, introductory to an analysis of actual monetary 
conditions, is pertinent. 

Monetary principles have had additional light thrown on them by 
recent experiences of various countries. The results have been, 
however, more of a reconfirmation of existing principles, and the 
development of certain refinements, rather than rejection of old 
and the formulation of new theories. 

The outstanding purpose of currency is to serve as a medium for 
the exchange of goods. Without the medium of money, trade is 
very restricted and economy obviously reduced to a primitive state 
of affairs. Before the war monetary evolution had singled out the 

precious metals as the most useful commodities to serve as money, 
and in 1914 that part of the world which was not on the gold 
standard, with few exceptions, was on the silver standard. 

The precious metals embody a relatively large amount of value 
in a compact and easily transportable form. They are easily 
divisible into any desired amounts and do not deteriorate to an 
appreciable extent by age. No other commodity combines better 
than does gold or silver, those qualities which make it satisfy the 
demands for a medium of exchange. The fact that paper certifi-: 
cates are often issued against gold or silver and circulate instead 
is immaterial, since the gold or silver, which is the standard, is 
circulating by proxy so to speak. 

The need for some kind of a medium of exchange gives rise to 
the singling out of some article which will be generally acceptable 
to serve as money. The fact of its general acceptability and that 
it can be readily passed on to some one else is the distinguishing 
characteristic of money and is why money comes to have value. 
Money thus obtains its value or purchasing power not by the value 
of the material of which the money is made, but by the fact that it 
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is commonly regarded as money by the public which demands a 
_ monetary medium of exchange, and is thus readily accepted by all 
parties. A person is willing to accept money in return for articles 
of value, knowing that the money received can easily be passed on 
to other people. 

While this fact explains why money has some value, it does not — 
explain why the value of a particular piece of money is just so 
much. Here the well known quantity theory of money is the clear- 
est explanation of what determines the value of money. It is 
common knowledge that the value of any article depends more or 
less on the amount available in relation to the demand for it. If an 
article becomes abundant its value tends to fall; if it becomes 
scarce its value tends to rise. The supply of an article thus helps 
‘determine its price. On the other hand, if the demand for an 
article increases the value tends to rise, while if the demand falls 
off the value tends to decline. The value of any commodity, includ- 
ing that of money, is the resultant of the interaction of these forces 
of demand and supply. 

Money is not very different in this respect from anything else 
and the amount of value attaching to each money unit is determined 
in general by the number of money units in relation to the demand 
or the need for money, that is, in relation to the amount of busi- 
ness to be done and the demands put upon money. If the amount 
of money remains the same, the quantity of goods which each 
unit will purchase is determined by the amount of goods which 
are being bought and sold. If the amount of currency increases 
each unit represents a smaller share of the total value of the goods 
being bought and sold. The more currency a country has the 
cheaper it becomes, like anything ‘else, unless additional business 
or an increased production give rise to a need for more money. 

When people have more cash than is necessary for their custom- 
ary purchases, they invest it or put it in a bank and the bank 
employs it. The currency of a countryis thus continually being 
spent in the purchase of goods, either goods for personal consump- 
tion or if invested, for the construction of factories, railroads and 
the like. If the amount of goods remains the same then an in- 
crease in the amount of money, other things remaining equal, 
means that a greater amount of money is being directed toward 
the purchase of the same quantity of goods, and that therefore 
each article must sell: for more money, which means a rise in prices. 
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The rise in general prices takes place through increased buying 
as the new money is spent, and there exists a so-called seller’s 
market when sellers are able to obtain higher prices due to greater 
demand for goods and less keen competition among the sellers of 
goods. 

A single piece of money is spent many times in the course of a 
year and the number of times it is spent is a factor in the value of 
money just as much as the number of units available for spending. 
There is obviously no difference whether one coin is spent four 
times during the year or whether four coins are each spent once 

-and remain idle the rest of the time. Thus the rate at which 
money circulates is a determinant in the monetary supply. The 
rate at which money turns over does not vary greatly on the aver- 
age under ordinary circumstances. However, when people are sus- 
picious of money they do not hold it long but pass it on quickly. 

In the United States, Great Britain, and a few other countries 
checks are used in much the same way as money in making pur- 
chases. Bank deposits which are checked against should thus be 
included in considering the total amount of circulating media. 
Money and deposits together thus represent the total amount of 
purchasing power. As a coin is used to make numerous purchases 
in the course of a year, so bank deposits are used many times in 
making purchases, and should be multiplied by the average number 
of times which they turn over, in order to determine the extent 
to which they serve as money during a given period. 

Thus the factors in the determintion of the value of money are 
on the one hand the total amount of purchasing power, which is 
represented by the number of money units, by the rapidity at 
which these units circulate, and by the amount of bank deposits 
and the rapidity with which they circulate by means of checks, 
and on the other hand the number of commodities (or services) 
against which the total purchasing power is directed. 

The fact that an article which is used as money has usefulness . 
aside from its use as money does not affect its value as a piece of 
money, except in so far as the use as a commodity affects the supply 
of money by causing the article to be withdrawn from circulation 
or the reverse. If the non-monetary use of an article comes to 
have more value than the use as money, the value of which use is 
represented by the amount of goods which the money will buy, the 
article is withdrawn from monetary uses and the supply of money 
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is thereby reduced. In the case of gold, the apportionment of gold 
between the arts and monetary uses is determined by the balance 
between the purchasing power of gold as a monetary unit and the 
commodity value of gold as bullion. Where free coinage of gold 
exists, since gold shifts from the arts to monetary uses and vice 
versa and since new gold can go into either field, the value of gold 
as bullion and as money is always practically identical. The point 
to be emphasized is that the value of gold as-bullion affects the 
value of gold as money only by increasing or decreasing the supply 
of money. 

Since gold is used as money, the value of gold money (or money 
redeemable in gold) and the value of gold are the same, or, in 

~ other words, the value of gold and the level of prices refer to the 

same thing. The value of gold, as already noted, is determined on 
the same principles as that of anything else, namely, according 
to the demand and supply of gold. The monetary demand for 
gold is only one of the demands for gold, but it is one of the most 
important demands, and one which helps determine in an impor- 
tant way the value of the metal. The price level is the result of the 
demand and supply for money, and in gold standard countries, 
since gold forms an important part of the supply of money, the 
supply of gold thus affects prices. The more currency a country 
has the cheaper the currency becomes like anything else, assuming 
the need for currency is unchanged, and when gold comes into a 

“country it tends to increase the supply of currency or ine total pur- 
chasing media. 

Gold coming into a country frequently increases the amount ae 
purchasing media by an amount greater than the new gold itself, 
since the gold serves as bank reserves and a dollar in reserves will 
permit the expansion of several dollars in deposit credits which are 
used the same as money through the instrumentality of checks. 
Banks can loan out more funds than they have in actual cash since 
experience has shown that deposits arenot all drawn out at the 
same time. When a bank loans to an individual it grants him the 
right to draw checks on it. It lends its credit which circulates by 
check, and it can loan more money than it has in actual cash, since 
few deposits are drawn out in cash. In this way a dollar in reserve 
can support several dollars in credit. Banks like to loan out as 
much credit, as their reserves will stand and therefore the more 
gold or funds in the banks, the more credit outstanding, unless 
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there is some interference with this natural tendency on the part of 
banks to expand to the limit and realize as large profits as possible. 

The relation between gold reserves and the amount of credit out- 
standing is not rigid, and banks at some times keep larger reserves 
than at other times depending on various things, such as business 
confidence and the amount of reserve banks think they need. While 
this relationship is subject to considerable variation, it is a very 
real relationship, and an important factor in banking administra- 
tion. Questions as to how sensitive the credit structure is to 
changes in the supply of gold, and as to what determines how much 
credit a given amount of gold can support, do not obscure the fact 
that in gold standard countries credit and paper currency are 
predicated upon gold and must be redeemed in gold. That the 
large amount of gold in the United States at the present time has 
not resulted in credit expansion, increased circulation and higher 
prices is due in the main to the resistance by the Federal Reserve 
System and banks in general to demands for easy money and 
credit inflation, on the ground that the United States now has 
about half the world’s supply of monetary gold and must not use 
it as a permanent possession, and must not permit the gold to up- 
set credit and price conditions. As a general proposition, it is true 
that an increase in the supply of monetary gold sooner or later 
makes itself felt in the level of prices becoming the basis for new 
credit, and unless there is legitimate need for this increased credit 
a higher price level results. The extent to which this will hold in 
the future, and to which control may come to be exercised is dis- 
cussed below. 

Gold Movements and Exchange Rates. Upon the relation 
described above between gold and the price level depended before 
the war the flow of gold back and forth among the different na- 
tions, and the resulting general equilibrium of price levels. If the 
United States possessed an “excessive” amount of gold? prices 
here tended to rise relatively to those abroad until the United 
States became a profitable country in wrhich to sell goods and a 
poor country in which to buy, from the standpoint of the foreigner. 
Merchandise imports from abroad were encouraged and exports 
discouraged. Goods which could be bought by Americans to ad- 
vantage in foreign countries where lower prices prevailed, tended 
to increase the demand in the United States for foreign currencies, 
and therefore the price of these currencies tended to rise. At the 
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same time with lower prices abroad and fewer goods sold there by 
the United States the supply of drafts on foreign countries in the 
United States tended to decline. With an increased demand and a 
smaller supply of drafts, the price of a pound sterling, for exam- 
ple, tended to rise from about $4.86, which is par (1.e., there is 
4.8665 times as much gold in the pound sterling as in the dollar) 
toward $4.88, the gold-export point. 

The rate could not stay long above $4.88, since the cost of ship- 
ping gold was about two cents to the pound. An American im- 
porter who needed pounds to pay for goods he had bought could 
better afford to ship American gold than to pay more than $4.88 
for a sterling draft. (As a matter of fact importers did not ship 
gold, but bullion dealers did for the profit involved at such times. ) 
This point marked the upper limit to which the rate might rise. 
The lower limit would be about $4.84, since the American seller of 
a sterling draft could better import British gold than accept less 
than $4.84. Free gold movements thus confined fluctuations of ex- 
change rates within narrow limits, limits marked by the so-called 
“gold points.” 

Gold movements tended to influence price levels and to alter the | 
conditions which caused exchange rates to go to the gold-export or 
gold-import point. When exchange rates rose to the gold-export - 
point—due perhaps to a relatively high price level in the United 
States, and resulting increased imports, or to whatever cause it was 
that brought about the strong demand in the United States for for- 
eign currency or the slack supply ard pushed up exchange rates— 
gold left the United States and the price level tended to fall and 
to rise in the country receiving the gold. If the rise in exchange 
rates in the United States had been due to increased imports or to 
lessened exports which reduced the supply of drafts, the resulting 
greater amount of goods in the United States would tend to pro- 
duce a greater demand for domestic currency which would tend to 
reduce general prices since each unit of currency would have to 
exchange for a greater quantity of goods. Thus the exodus of 
gold and the increase in the amount of goods would reduce the 
price level and thereby tend to correct the situation which caused 
exchange rates to go to the point where gold left the country. 

Other forces were also at work, such as a rise in interest rates in 
New York when gold went out and when the amount of credit had 
to be reduced. Higher interest rates in New York attracted funds 
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from London and elsewhere, so that a resulting increased demand 
for dollars abroad tended to raise the value of the dollar, or in 
other words, tended to reduce exchange rates in New York on 
London, and thus check the outward movement of gold from the 
United States. 

A situation the reverse of the above, i.e., low exchange rates due 
perhaps to a relatively lower prive level in the United States than 
abroad, and a consequent reduction in imports into the United 
States, would encourage imports again into the United States and 
discourage exports since lower rates for foreign currencies mean 
less profit for exporters. If exchange rates were down to the gold- 
import point, incoming gold would tend to raise prices and thus 
help to restore exchange rates. These forces, reducing exports 
and increasing imports, would increase the demand in the United 
States for foreign drafts and reduce the supply so that exchange 
rates would tend to rise toward par, and would thus check gold 
imports. 

In this way gold movements were regulated automatically, and 
price levels and trade balances kept in proper equilibrium. The 
financial structure before the war was so sensitive that only slight 
gold movements were necessary to set forces in motion influencing 
- interest rates, credit, prices, and other factors.. Before the war 
such forces were continuously at work between gold standard coun- 
tries: A rise in exchange rates, an outward movement in gold, 
higher interest rates at home and lower abroad, a fall in the price 
level at home and a rise abroad, increased exports and reduced itm- 
ports, and therefore a reduction in exchange rates; or the reverse 
process, a fall in exchange rates, an inward movement of gold, 
lower interest rates at home and higher abroad, a rise in the price 
level at home and a reduction abroad, reduced exports and in- 
creased imports, and therefore a rise in exchange rates. The ac- 
tion of these forces was dependent upon the unhampered operation 
of the gold standard, including the free movement of gold into and 
out of the various international markets. Gold normally seeks the 
best market, and if it has a low value in one country it leaves to be 
spent in countries where it has a greater value. By so moving 
about it keeps price levels in different countries in harmony, in- 
fluences trade, and restricts exchange fluctuations. 

Since the abandonment of the gold standard by European coun- 
tries, exchange rates have been subject to wide and erratic fluctua- 
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tions. With no gold available for export to make the gold points 
significant, the price which obtained for bills on foreign countries 
was limited only by the urgency and number of the buyers of bills 
in relation to the supply of bills on the market. The price which 
resulted was one which equilibrated demand and supply, a price 
which would take up all the bills offered for sale.* 

The immediate explanation of exchange movements is found in 
the demand and supply of bills, since all forces affecting the rates 
act through the demand and supply, that is, through actual buying 
and selling of bills. But more fundamental is the explanation of 
why the demand is what it is and why the supply is what it ‘iis, 
why a person is willing and can afford to pay the price asked, 
and why the sellers of bills have just a certain amount to offer. 

The price of a foreign currency is like the price of anything 
else—the thing is desired for various reasons, and the amount de- 
sired and the intensity of the desire, combined with ability to pur- 
chase, in relation to the supply available and the urgency of the 
sellers, determines at what point the price settles. In the case of 
foreign currencies, a bill of exchange is desired usually in order to 
purchase commodities or services in the foreign country. The 
amount of commodities or services that can be secured by the bill 
—the purchasing power of a foreign currency unit in its own coun- 
try—is thus one of the factors determining how intensely the bill 
is desired, and how many dollars an American is willing to pay for 
the bill, also how much of the foreign currency he desires to take 
at the price prevailing. The number of dollars an American is 
willing to pay is also influenced by the purchasing power of the 
dollar in the United States. 

_ Like many other objects, a bill of exchange may be worth much 
more to an individual than he is required to pay to possess it. The 
number of dollars actually paid, however, is determined immedi- 
ately by the demand and supply of bills in the market, the demand 

coming from importers and others whe desire to buy foreign goods, 
and the supply coming from exporters and others who have come 
into possession of foreign currencies through the sale of goods or 
in other ways. 

* During the conduct of the war exchange rates on several of the countries 
were “pegged” at a fixed point; that is, a supply of bills was artificially 
made available at a certain price through loan operations, so that no one 


need pay more than the given price. Thus sterling was sold in New York 
for $4.76 to all comers, from October, 1915, to March, 1919. 
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When it is said that the purchasing power of a foreign currency 
unit in its own country is one of the factors determining the de- 
mand for the bill, it should also be said that it is chiefly purchasing 
power over goods which may be exported that affects the foreign 
demand for a currency, since few bills are bought to be spent on 
goods to be consumed within the foreign country. Goods within 
the country may be very cheap and yet if they do not enter into 
foreign trade, their cheapness has little effect upon the demand for 
that country’s currency abroad. If, however, cheap labor and 
domestic materials cause foreigners to invest money within the 
country, and cheap living conditions attract travellers, low internal 
prices for goods not entering into the export trade may exert an 
influence upon exchange rates. 

Thus, as between two currencies the purchasing power of the 
foreign currency in its own country and the purchasing power of 
the domestic currency in its country, by influencing the demand and 
supply of bills, are the main factors in determining the ratio at 
which the two currencies exchange. If due to inflation, the price 
level in the foreign country rises, which means the purchasing 
power of the currency becomes less, a bill on that country is less 
desirable, and the demand for.it at the old price declines ; therefore 
the rate of exchange for it declines. 

This relationship between exchange rates and purchasing power 
of the currency unit exists both under the paper standard and under 
the gold standard. When the gold standard prevailed in Europe 
rates of exchange corresponded very closely to the ratio between 
the amounts of gold each unit represented. Exchange fluctuations 
were confined within narrow limits marked by the gold points. 
Gold is an international money and will purchase about the same ~ 
quantity of like commodities almost anywhere in the world, allow- 
ing for freight charges, customs duties, and other items. There- 
fore, the more gold in a currency unit, the more the unit will 
purchase. Since exchange rates under the gold standard can not 
depart materially from the ratio between the amounts in gold in the 
different units, and since gold can not permanently purchase much 
more in one country than in another in like commodities, the rate 
of exchange and the ratio between the purchasing power of two gold 
units tended to be the same. The ratio between the purchasing 
power of two gold units was kept in harmony with exchange rates 
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by movements of commodities and of gold, which influenced price 
levels as discussed above. 
Thus the pound sterling, which contains about 4.86 times the 
amount of gold in the dollar, before the war would purchase about 
4.86 times as much as the dollar in similar commodities, the kinds 
that enter extensively into international trade. If it purchased 
much more in the United States than in Great Britain, purchases 
in the United States from abroad would increase and the exchange 
rates for dollars in London would rise. If the rates continued to 
rise to the gold export point, gold would come to the United States 
from Great Britain, raising prices in the United States and lower- 
ing them on the other side until the purchasing power of the two 
units in both countries was approximately in harmony. 

Goods which are peculiar to one country and which are not ex- 
ported, labor services, or perishable goods, for example, are more 
or less outside the realm of foreign trade and their prices in differ- 
ent countries may permanently be at variance in terms of gold. 
It is due to this fact that the cost of living is often lower in one 
country than in another. Gold often buys more in the way of 
comforts and conveniences in one place than in another, but not 
much more in goods which can be moved about easily and which 
have an international market. However, in special cases where 
currency depreciation has been so rapid that foreign trade and 
internal conditions have not been able to readjust themselves as 
rapidly as exchange rates have fallen, the prices of such inter- 
national commodities may be at variance. 

The rate of exchange between two countries therefore tends to 
express the ratio between the purchasing powers of the two cur- 
rency units. Since adjustment is never perfect and sometimes very 
imperfect, and since certain factors prevent complete harmony from 
ever being attained, exchange rates which are subject to many in- 
fluences, do not express the absolute ratio between the purchasing 
powers of the two currency units. All,the political and other fac- 
tors which affect exchange rates may keep the internal and ex- 
ternal purchasing power of a currency apart. The throwing of a 
large number of foreign bills on the exchange market due to dis- 
quieting political news or to other factors depresses exchange rates 
regardless of the price levels. Nevertheless, the tendency is for 
exchange rates and the ratio of purchasing power to come close 
together, 
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Purchasing Power Parities. The term “purchasing power 
parity” has been used in: discussions during the last few years to 
refer to the ratio between the internal purchasing powers of two 
currency units, that is, the ratio between the two price levels ex- 
pressed in terms of one of the currency units. The purchasing 
power parity between two units is merely their parity, as the name 
itself implies, on the basis of the relative purchasing power of the 
units each within its own country. The theory, of which Professor 
Gustav Cassel, of Sweden, has been a leading exponent, is based 
upon principles outlined in the preceding paragraphs. Purchasing ~ 
power parities have been used, often improperly, in efforts to dis- 
cover abnormalities in existing exchange rates and to learn what 
direction the movement of the rates may be expected to follow. 

The method of calculating purchasing power parities mathe- 
matically is as follows: The first step is to measure the price levels 
of the two countries in terms of a common denominator. For this 
purpose index numbers with the same pre-war period as a base are 
used, but since the index numbers represent prices in different cur- 
rency units, the numbers are reduced to a uniform basis by multi- 
plying one by the pre-war par of exchange. Thus if the index 
numbers for Great Britain and the United States are both 100 for 
the base year 1913, the index number for the United States for 
that year should be raised to 486, since the gold par between dollars 
and pounds is about $4.86 to the pound, and the pound would pre- 
sumably purchase this many times the amount of the dollar. If 
prices in both countries doubled the next year, index numbers 
would stand as 200-for Great Britain and 972 for the United 
States, and the pound would still purchase 4.86 times as much as 
the dollar. However, if prices in Great Britain doubled and prices 
in the United States went up only 50 per cent, the index numbers 
would be 200 and 729, respectively, and the question would come 
up whether the market rate of exchange between dollars and 
pounds coincided with this ratio of the price levels. 

The ratio between the price levels under the above assumption 
would be 2? or 3.65, instead of the pre-war 4%, or 4.86, which is 
the gold par of exchange. The purchasing power parity of the 
pound with the dollar would thus be $3.65. This represents the 
internal value of the pound compared to the internal value of the 
dollar, expressed in terms of dollars, so that it can be compared 


——————————————— 
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with the value of a pound in New York also expressed in dollars.* 
It is seen that the present purchasing power parity between two 
currencies is obtained by multiplying the ratio between the two 
current index numbers of prices by the pre-war price parity of the 
two units, which is assumed to have been the same as the par of 
exchange. 

Another, and perhaps simpler, way to express the purchasing 
power parity of the pound is as follows: It was assumed that 
prices in the United States rose from 100 to 150 while those in 
Great Britain rose from 100 to 200; thus the purchasing power of 
the pound would be 3%, or 75 per cent of its previous par of 
$4.86, or therefore $3.65. To compare divergencies between pur- 
chasing power parities and current exchange rates, the former may 


' be expressed as percentages of exchange rates. Thus if the actual 


exchange rate were $4, the purchasing power parity expressed as a 
percentage would be %%, or about 90 per cent of the exchange 
rate. 

The purchasing power parity between two currencies is thus ob- 
tained by multiplying the current index number of the country in 
whose currency the figure is to be expressed, by the pre-war par of 
exchange, in order to make the two index numbers comparable, and 
dividing this result by the current index number of the second coun- 


Index number A X par of exchange 
as between the 


es: index number B 


United States and Great Britain this would be: 
United States index * 4.86 


British index 


Statistical studies of purchasing power parities and exchange 
rates should make allowance for the unsuitability of some of the 
available data, and also for certain theoretical considerations. For 
example, when a comparison is made between the price levels of 
two countries, most of the index numbers which are available for 


* Another way of stating the same thing is that on the above supposition 
that the pound had lost half its purchasing power, assuming for the moment 
that prices in the United States had not risen at all, the pound would have 
purchased, instead of 4.86 times as much as the dollar, only 2.43 times as 
much. But inasmuch as prices in the United States on the first assumption 
went up 50 per cent, the pound ought to purchase 2.43 times as much as the 
dollar plus 50 per cent of 2.43, or a total of 3.65 times as much as the 
dollar. 
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such a comparison are based upon different kinds of commodities, 
and include articles of home consumption which do not enter into 
foreign trade. The different methods of constructing index num- 
bers, together with possibilities of error, prevent accurate com- 
parisons from being made between the rate at which the currencies 
of two countries actually exchange and the ratio of the price levels 
of the countries. If index numbers are constructed so as to in- 
clude only similar goods and only those which enter into interna- 
tional trade, allowance still should be made for such items as trans- 
portation charges, tariffs, and other barriers to free interchange of 
commodities, which are frequently changing and which prevent 
prices for the same things from being the same, or from fluctuating 
in the same ratio. Temporarily and under disturbed conditions the 
prices in different countries for similar goods which enter into 
international trade, may be out of harmony with exchange rates 
after allowing for transportation and other factors. 

When purchasing power parities are used to show a divergence 
between prevailing exchange rates and price levels in an effort to 
forecast the course of exchange rates, the results may be disap- 
pointing. The divergence may be of a more or less permanent nature 
due to tariffs and other factors, or the price levels in the two coun- 
tries may move into harmony with exchange rates without any 
compensating movement in exchange rates. Exchange rates and 
price levels are both subject to independent influences which may 
increase or decrease the discrepancy between the exchange rates, 
and price levels. Furthermore, it is usually assumed that the price 
levels in 1913, which’is used as a base year, were in agreement with 
exchange rates, when they very well might not have been. 

In view of these facts, an apparent lack of correspondence which 
may be discovered between price levels and exchange rates should 
be interpreted cautiously. Limitations as to the results obtained 
from purchasing power parity studies, however, do not reflect on 
the usefulness for proper purposes of such studies. Under most 
circumstances the greater the divergence between the internal pur- 
chasing power of a currency, and the external purchasing power 
or the price in foreign markets, the greater incentive for foreigners 
to buy that currency and secure goods in:the country where their 
money has a large purchasing power. This tends to draw exchange 
rates and price levels into harmony. It is interesting to note that 
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recently there has been a tendency toward closer adjustment be- 
tween purchasing power parities and exchange rates. 

Methods of Determining Gold Values of Paper Currency 
Units. When a country stabilizes its currency in relation to gold 
it must decide what is the existing value of the paper unit in terms 
of gold. Current exchange rates represent an actual gold price at 
which the currency is bought and sold, but it is obvious that since 
exchange rates move so rapidly and are subject to such a variety of 
influences, the prices which they indicate at a given time may not 
be representative of fundamental conditions. Exchange rates are 
subject to many temporary market conditions and to political and 
other factors, which may cause sudden buying or selling of for- 
eign currencies and resultant fluctuations. Exchange rates often 
go too high or too low in view of the underlying conditions. 
Furthermore, exchange rates usually anticipate depreciation or ap- 
preciation so that they do not portray accurately the gold value 
desired. 

Since actual gold values of the currency are not entirely satis- 
factory, the question is raised as to just what is the nature of the 
value desired. The value desired would be close to that expressed 
by exchange rates if some of the political and other influences on 
the rates could be removed, and if price adjustments in view of 
the currency conditions were complete. - Approximately, what is 
wanted is the present purchasing power of the paper unit, com- 
pared to the present purchasing power of gold. It is the value for 
the unit, if the gold standard were introduced, that would result 
in practically no change of the existing level of values, assuming 
gold remained stable in value. 

Inasmuch as gold is not in circulation in the paper-standard 
countries and since the market for gold bullion in such countries 
is usually imperfect and subject to most of the influences which 
disturb exchange rates, the purchasing power of gold in gold- 
standard countries is of assistance in determining what would be 
the value of gold in paper-standard countries. The relation of 
present paper prices in a country to pre-war gold prices in the 
same country would not furnish the present gold value of the unit 
since gold has depreciated since 1913, and also since the price 
structure of a country is constantly changing. On account of this 
depreciation of gold since 1913, utilization is made, therefore, of the 
present price Jevel in gold-standard countries. Index numbers of 
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prices in gold-standard countries show the value of gold at present, 
compared to 1913. Similarly, index numbers in the paper-standard 
country show the present value of the paper unit, compared to 
1913. By combining these two sets of index numbers a present 
value for the paper unit in terms of gold is arrived at. This value, 
it will be noticed, is merely the purchasing power parity of the 
units, which has already been discussed. 

This comparison of price level might be confined to price indices _ 
made up from prices of similar goods, i.c., the purchasing power of 
the paper unit over certain goods compared to the purchasing 
power of gold over similar goods. Goods which are easily shipped 
about and which have an international market provide a common 
denominator, and their price in gold-standard countries compared 
to their price in the paper-standard countries (1.c., the purchasing 
power parity of the currency units in respect to similar goods) 
would indicate fairly closely the value of the paper unit in gold. 
However, purchasing power parities in practice are not made up 
from price indices which include only goods with an international 
market, but the indices are based upon prices of a variety of goods 
in the two countries. Even if the purchasing power parities were 
based only upon international commodities, they would not provide 
entirely what is wanted, since the price level of a country is made 
up of prices of many domestic articles and services and not solely 
of international goods. The purchasing power of gold over all 
commodities in any country is not identical with the purchasing 
power of gold over only those goods which are exported or im- 
ported. This is shown in index numbers for the United States for 
imported goods, exported goods, and all commodities computed by 
the Federal Reserve Board, and in similar index numbers for Italy 
computed by Professor Bachi. 

Nevertheless, purchasing power parities between a paper-stand- 
ard country and a gold-standard country provide a helpful index of 
what should be considered the present gold value of the unit in 
view of existing conditions, and constitute a useful supplement to 
current exchange rates which move rapidly and seldom represent 
an average or normal situation. Purchasing power parities alone, 
like exchange rates alone, do not give an entirely accurate picture 
of the value relationship of two currency units, but together the 
two sets of figures yield fairly reliable results. The gold values of 
paper units arrived at by these two different methods are in close 
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harmony in most countries so that no great difficulty exists in de- 
termining what is the present gold value of a currency unit in any 
particular country. Whether this value is the most desirable one 
for purposes of stabilization is another question, but any great 
change in value has unfortunate consequences, even if accom- 
plished gradually, and should therefore be avoided. 

A device which throws some light: on the determination of the 
gold value of the unit, but which is more useful in estimating the 
amount of currency which will be necessary at any value selected 
for the unit, is found in the computation of the gold value of the 
total circulation of a country. If it is possible to determine what 
would be the gold value of the total currency in normal times, it 
can easily be determined by simple division the approximate 
amount of currency that would be necessary at any particular value 
for the unit. On the other hand, if no value for the unit has been 
selected, it is possible to determine approximately at what value the 
unit will settle if the existing amount of currency is neither in- 
creased nor decreased. This can be done merely by dividing the 

total value of the circulation, estimated as normal, by the amount 
of currency outstanding. 

Normally an increase in the note circulation tends to be accom- 
panied by a decrease in the value of the unit and vice versa, so that 
the total value of the circulation tends to remain fairly constant. 
Changes in the velocity of circulation tend to cause fluctuations in 

the value of the unit, and thus also in the value of the total cir- 
culation. This part of monetary theory has received verification 
many times in recent experiences of European countries. When 
conditions are disturbed and when inflation is rapidly reducing 
the value of the unit, confidence in the currency is weakened and 
the rate of turnover increases since the people do not desire to 
hold the money and have it depreciate on their hands. Thus a 
depreciated currency usually has a rapid rate of turnover which 
fact reduces still further the value of the unit. As soon as inflation 
comes to an end and confidence begins to increase, the rate of turn- 
over slows down and the value of the unit tends to rise. Similarly, 
when stabilization is accomplished, confidence increases and the 
rate of turnover becomes less. People see that the money can be 
held a few days or weeks without loss. Under these circumstances, 
the unit would rise in value were it not for deliberate stabilization, 
and arrangements so that increased amounts of money are drawn 
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into circulation as people go to the banks and present foreign gold 
credits or other credit which may guarantee circulation. The above 
events transpired first in Austria and then in other countries, 
notably Germany, almost exactly as would have been expected. 

The fact that the velocity of circulation changes, becoming 
greater when conditions are disturbed and less when conditions 
settle down, is a factor in preventing the total value of the cur- | 
rency from remaining more or less constant, since due to an in- 
creased rate of turnover the value of the unit may depreciate very 
much more than warranted solely by the increase.in the amount 
of currency. In this way the value of the total circulation may be 
reduced by inflation, since the reduction in the value of the unit is 
not sufficiently compensated for by the greater number of units 
issued. For this reason when conditions are disturbed and con- 
fidence is weakened the value of the total currency is almost in- 
variably much less than it would be in normal times. On the other 
hand, under extreme conditions it occasionally happens that when 
very large amounts of paper currency are thrown into circulation, 
the total gold value of the currency temporarily increases since the 
depreciation has not had time to become generally effective. In the 
early stages of inflation and depreciation this is apt to be the case. 
Conversely, depreciation oftentimes anticipates inflation, especially 
when people are becoming accustomed to an inflationary program 
and its effects. Various instances of these phenomena have existed 
in recent currency experiences of European countries. In all of 
these phenomena changes in the rate of turnover are a very impor- 
tant factor. 

In countries where boundaries have been changed and economic 
conditions altered, and in entirely “new” countries, it is very diffi- 
cult to estimate accurately what would be the total value of the. 
currency under normal circumstances, although it may be known 
that the present total value is too small. Also, as a country grows 
and as business and industry expand the total value of the currency 
tends upward, and allowance should be made for this fact. Ina 
country where checks are used widely they serve the same purpose 
as money, and therefore deposit credits should be included in the 
calculations of the total value, if possible. The inclusion of deposits 
complicates the computations, but since the relation between de- 
posits and currency in circulation is usually fairly constant, this 
omission 1s not as serious as it might otherwise be. Besides, in 
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most continental countries checks are not widely used as a means 
of payment. 

As to the practical application of this theory, bearing in mind 
the above limitations, it is possible by inspection of curves show- 
ing the value of the total circulation over as long a period as pos- 
sible, to estimate what might be considered a normal value for the 
total currency. Two coefficients for computing the gold value of 
the total currency are available, but both give very similar results. 
The first is the current exchange rate on gold-standard countries, 
which may thus be used as a multiplier for the total amount of 
currency outstanding on corresponding dates,-and the second is 
the purchasing power parity which may be used in the same way. 
By comparing the totals for the present currency, obtained in this 
way, with the pre-war total or the total that it is considered would 
result under normal conditions, it is possible to see whether and 
to what extent, in view of the amount of currency outstanding, the 
unit will eventually assume a greater value provided no further 
inflation takes place. Or if stabilization at the present value is 
decided on—which is what is wanted rather than either depreciation | 
or appreciation—it is possible to get some idea as to how much cur- 
rency will be demanded at that value, and to what extent presenta- 
tion of eligible values at the central bank in return for currency 
will take place. 

In countries which have undergone currency inflation, deprecia- 
tion and then stabilization, data such as those described above are 
most illuminating. Austria, for example, in spite of the tremen- 
dous inflation which had already taken place, experienced an ex- 
pansion of currency in 1922 and 1923 seventeen or eighteen times 
the amount when stabilization of the crown was accomplished at 
.0014 cents. Confidence was restored, business which formerly 
avoided using crowns now was not afraid to use them, and the 
velocity of circulation declined. Also there was an expansion of 
industry and somewhat of a boom so that a very large amount of 
currency could be absorbed, in fact, was. demanded by the country’s 
needs. At the same time, the gold value of the total currency, 
which was greatly reduced in the autumn of 1922 when deprecia- 
tion was at its worst, increased very greatly and even surpassed the 
point where it had been in 1921 before inflation and depreciation 
had become so excessive. 
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Foreign Trade and Depreciated Currency. The argument is 
frequently made that a depreciating currency stimulates the coun- 
try’s export trade and thus brings prosperity to the country. The 
basis for this contention is that exchange rates ordinarily depre- 
ciate faster than the internal purchasing power of a currency so 
that an exporter receiving foreign currencies in payment can 
convert them into a relatively large amount of domestic currency. 
Wages and internal costs do not rise as rapidly as exchange rates 
which are more sensitive to changing conditions. Exchange 
rates often anticipate depreciation when inflation is imminent, 
- while internal adjustments take place more slowly. Exporters 
therefore receiving foreign currencies, but whose costs are in 
domestic currency, realize larger profits so that exportations tend 
to increase. The same thing stated in other words is that for- 
eigners buy increased quantities of goods in a country with a 
depreciated currency because prices of goods there are relatively 
cheap. 

It is ordinarily assumed that the stimulus of a depreciating cur- 
rency has to do only with exports, while in fact it also applies to 
imports. This seems on the face of it to be an anomaly since it is © 
supposed usually that the high price of foreign currencies makes 
foreign goods prohibitive in price in a country with a depreciating 
currency. At the same time it is often commented upon with 
surprise that countries with depreciating currencies have been 
able to import such large amounts of foreign goods. It is ob- 
vious, however, that if exporters increase their sales abroad due 
to relatively low costs at home, the exporters when they dispose 
of their bills have increased the amount of foreign bills bought 
within the country, and that these foreign currencies are used 
probably to purchase goods abroad. Some of the bills so bought 
may be held within the country as an-investment, or to purchase 
foreign securities to avoid the effects of domestic depreciation, 
but the purchaser of a foreign bill ordinarily buys it to pay for 
goods bought abroad, and if the supply of bills is increased, there 
are more bills available with which to purchase foreign goods. 
Thus a depreciating currency by stimulating exports tends to 
stimulate total trade as regards value. 

It is from the standpoint of value that the amount of bills 
bought is the same as the amount of bills sold. From the stand- 
point of quantity of goods bought or sold by the bills a different 
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situation exists, and herein is concealed part of the loss which 
a country with a depreciating currency suffers. In the country 
with a depreciating currency prices are relatively low and a large 
quantity of goods can be obtained there for a given amount of 
foreign money. On the other hand, goods in the foreign country 
are very expensive to individuals in the country with a depreciat- 
ing currency so that such individuals get less for their money 
when purchasing foreign goods than normally. Trade under such 
circumstances is thus a bad bargain for the country with a de- 
preciated currency, although certain individuals there who receive 
the foreign orders may find it profitable. The country as a whole 
is selling its goods very cheaply, but paying high prices for the 
foreign goods it buys in return, and in this way the values of 
imports and exports are equilibrated. 

As a result of such abnormal circumstances industries in coun- 
tries with relatively stable currencies have frequently experienced 
rather keen competition from producers in countries with de- 
preciating currencies. Thus Great Britain at the end of 1923 
and early in 1924 received certain goods from France, notably 
textiles, at very low prices compared to the costs of British com- 
peting producers, due to the greater depreciation of the franc: 
on the foreign exchanges than in France. 

In countries where depreciation has been very great, similar 
and more extreme cases have arisen, and often this discrepancy 
between internal purchasing power and external purchasing power 
has been fantastic, as in the case of Austria and later in Ger- 
many when a single American dollar would often purchase fifty 
or more times what it would in normal times. As long as this 
situation prevailed large groups of people from various countries 
flocked to the centers where living was so cheap in terms of 
their foreign money. When depreciation became very extreme 
and a currency would lose half its value overnight, conditions 
were greatly distorted and often internal depreciation was even 
greater than external depreciation. fan 

The discrepancy between exchange rates and internal purchas- 

ing power is,especially great when depreciation is actually taking 
place. It is during the process of depreciation that the lag be- 
tween domestic wages and prices and foreign exchange rates is 
especially great. When depreciation is no longer increasing, in- 
ternal adjustments tend to catch up with external depreciation, so 
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that a depreciated currency may not have the same effect on for- 
eign trade as a depreciating currency. However, conditions in 
Europe have been such that a demand for dollars and other rela- 
tively stable currencies for the purpose of exporting capital or 
for hoarding or other use within the country itself, has tended 
to keep the foreign exchange value of currencies in depreciated 
and disturbed countries below the point where it otherwise would 
have been, and thus to continue the discrepancy between internal 
wages and prices and exchange rates. 

In countries where depreciation continued most recently the 
people learned from the experience of nearly ten years of con- 
tinual depreciation, and from the example of other countries, 
to regard progressive depreciation as something which they were 
to expect at least in the immediate future, and they, therefore, 
deliberately endeavored to adjust their affairs to it. Such ef- 
forts were imperfect, but tended to remove the lag in domestic 
wages and prices behind exchange rates. Merchants learned to ~ 
follow closely the course of exchange rates and would adjust 
the prices of their merchandise accordingly every day or even 
oftener, if necessary. As soon as exchange rates experienced a 
fall, prices in a large number of the shops would promptly go 
up. This tended to keep internal and external depreciation more 
in harmony, and thus to do away with any advantage to exporters. 
Exporters in countries with greatly depreciating or depreciated 
currencies discount the statement that depreciation is to their 
advantage ; occasionally they say it so happens, but as a rule this is 
not the case, and the disturbed credit and other conditions more 
than offset any possible gains. ~ 

In countries where rapid depreciation is more or less a new 
thing and not generally understood the advantage to exporters is 
greater. The length of time necessary for people to understand 
the effects of depreciation and how to fortify themselves partially 
against it was remarkably long. In fact, only where deprecia- 
tion was very extreme was there much understanding of its evil 
effects, and even then efforts to avoid the evils were chiefly con- 
fined to business and the more alert individuals. 

Where prices are adjusted regularly according to movements in 
exchange rates, it appears on the surface that exchange rates tend 
to determine prices rather than the reverse. This is not the case, 
however, and exchange rates only facilitate price adjustments 
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by serving as an index of the extent of inflation. Exchange rates 
are the result immediately of the demand and supply of drafts. 
If a currency depreciates on the exchange market it is due to 
changes in the demand and supply of drafts as affecting sales 
of currencies. Inflation affects the demand and supply of drafts 
because on account of inflation the currency has less value in- 
ternally, or is expected to have less value internally. Thus 
internal depreciation is primary. 

Although prices are adjusted according to current exchange 
rates the basic price to which premium is added or account of ex- 
change depreciation is determined by the amount of money and 
other factors, the same as in more normal times. When ex- 
change rates are used in quoting prices they are used as an index 
and in this way permit almost immediate adjustment of prices 
to increased circulation, so that the slowness with which new 
issues usually affect the price structure is greatly reduced as 
regards most commodities. If this arrangement worked per- 
fectly those who first received the new issues of currency would 
not be able to spend the money at the old price level, and the 
Government would not benefit as greatly. The practice of adjust- 
ing prices to exchange rates works out imperfectly as applied to 
the whole economy of a country. If merchants raise their prices 
too high as exchange rates mount for various reasons, the mer- 
chants will sell less goods and will have to reduce their basic 
prices. Thus exchange rates do not actually determine prices 
but merely assist in adjustments to the changing conditions. 

The uncertainty and the wide fluctuations in exchange rates 
are a serious burden to exporters and importers in the country 
with a depreciating currency, as well as to exporters and importers 
abroad trading with that country. When a European currency 
loses a portion of its value quickly, American holders of that 
currency, for example, suffer a loss. American exporters who 
receive payment in foreign currencies may quickly have a pros- 
pective profit become a loss due to a fall in exchange rates, when 
they go to convert their foreign money into dollars. The fluctua- 
tions in exchange rates make difficult for exporters’ and importers’ 
calculations as to their business transactions. There is no fixed 
basis on which they can calculate their sales or purchases, and 
buying and selling becomes somewhat of a gamble. Often the 
extent of the profit or loss can not be determined until the trans- 
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action is complete, although the terms of sale are fixed in advance. 
' This additional element of risk tends to discourage foreign trade, 
and the risk which is assumed becomes a part of cost, since the 
individuals involved must allow a larger margin than usual to 
protect themselves and to compensate them for the risk assumed. 
Hedging and other methods of protection against fluctuations 
frequently are impractical or the facilities are unavailable. 

A depreciating or fluctuating currency is thus detrimental to 
foreign trade and causes anomalous conditions to arise. At the 
same time it is true that the distorted conditions brought about 
by a depreciating currency occasionally permit certain individuals 
(o export or sell profitably at what seems to be very low prices in 
terms of foreign money. The fact that the benefit to the country 
is not real is obvious by the fact that foreigners often get some- 
thing almost for nothing. A possible advantage, however, is 
that exporters may make foreign connections and secure markets, 
some of which they may be able to retain. This advantage is of 
slight importance, compared to the grave evils resulting from 
depreciation. 

The loss due to the discrepancy between exchange rates and 
internal purchasing power—not the chief loss, however—is suf- 
fered especially by those whose income does not increase along 
with internal depreciation, or by those who purchase foreign 
goods or goods in the production of which foreign materials 
enter. At the same time the great loss and injustice within the 
country itself, due to a redistribution of wealth, the general dis- 
organization and reduced efficiency, and the other serious and far- 
reaching consequences of depreciation, make any benefit to certain 
few individuals seem inconsequential. 


B.—EXCHANGE RATES AND PURCHASING POWER 
PARITIES * 


From the early months of 1916 to March 1919 the 
exchange rates of the allied nations were artificially 
stabilized or “pegged.” This artificial stabilization was 
accomplished through loan operations between the United 
States and allied countries. 


After stabilization was discontinued, the exchange 
* Op. cit. 
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rates on allied countries declined rapidly. This was due 
to the heavy importation of goods, inflation of the cur- 
rency, and the maturing of loans owed to the United 
States. Disturbed political conditions, weakened con- 
fidence in the currency, and speculative attacks in 1923 
and 1924 were added factors in the case of the French 
franc. : 

Germany tried to stabilize the value of the mark by 
having the Reichsbank supervise all dealings in foreign 
exchange. The attempt was not so successful as in the 
case of the allied nations because Germany did not have 
the large sources of credit which they enjoyed. Post- 
war factors which contributed to the decline were the 
inflation of the currency, an excess of imports, the finan- 
cial condition of the government, internal political 
trouble, the uncertainty concerning reparations, and 
speculation—[Ed. Note.] 


Great Britain. Exchange rates in New York on London rose 
sharply upon the outbreak of the war in the middle of 1914, and 
in August of that year reached a maximum of about $5.56. This 
rise during the early weeks of the war was due primarily to the 
intense demand for funds in London. British banks, financial 
houses, and merchants in need of funds to meet maturing liabilities 
called in available funds from foreign countries as far as possible. 
The demand for immediate funds in London was great and due to 
the disturbed financial conditions, selling securities and obtaining 
ready money was difficult. 

After the first few weeks of war financial conditions became 
more settled and the rates for sterling declined. By December, 
1914, the rates for sterling in New York were back practically 
to par and before the end of the year had even fallen below par. 
Since gold movements were restricted, the decline in sterling 
did not stop at par, but rates continued downward during most 
of 1915, and in September of that year reached a low point of 
about $4.50. The fluctuations were extremely wide in the last 
half of 1915. 

In 1915 imports into Great Britain were relatively large and 
exports were relatively small, which was the outstanding cause 
for the fall in sterling. Imports from America were especially 
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large and as the rates in London for dollars rose, American 
securities were returned to the United States in order to obtain 


dollars with which to pay for the imports. Gold was exported | 


to the United States and in 1915 there was a net excess of gold 
exports of about £28,000,000. In order to counteract the depreci- 
ation of sterling and to provide funds in New York for the 
purchase of American goods, the British Government borrowed 
various sums in the United States. The Anglo-French loan for 


$500,000,000 was negotiated in New York in October, 1915, by — 


England and France jointly. 

In order to provide collateral for additional borrowing in the 
United States a plan was devised whereby the dollar securities 
held in Great Britain were loaned or sold to the British Govern- 
ment, as mentioned above.. The plan was undertaken in the 
latter part of 1915 and Great Britain collected, either through 
outright purchase or as a loan, a large amount of American 
securities giving the original holders of loaned securities a bonus 
in addition to the interest or dividends which the owners received. 
Funds obtained in this way in the United States by Great Britain 
provided means for stabilizing exchange rates. 

During the period from early 1916 to March, 1919, exchange 
rates were “pegged” at $4.76 and fluctuations one way or the 
other were very slight. This artificial stabilization of exchange 
rates was accomplished through loan operations undertaken by 
J. P. Morgan & Co., agents in New York for Great Britain. 
Stabilization, although expensive, was successful and fluctuations 
practically disappeared. When the United States entered the 
war in April, 1917, funds advanced to Great Britain by the 
United States Government were available to finance exportations 
and thus were an important factor in helping to stabilize exchange 
rates, so that even the minor fluctuations were reduced. The 
following table shows the credits granted the British Government 
by the United States Government and the dates of their utilization. 

Early in 1919 when stabilization was discontinued, exchange 
rates on London fell very rapidly. Large importations of goods 
from the United States had caused the merchandise balance of 
trade to be very greatly against Great Britain. Furthermore, 
prices in.Great Britain had risen higher than in the United States, 
and on the basis of the ratio between the price levels in the two 
countries, the pound sterling should have been considerably depre- 
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ciated below the dollar. It is not surprising, therefore, to find 
exchange rates falling rapidly during 1919 after artificial control 
was removed. 

With the close of the war, importations into Great Britain 
continued at an even greater rate than previously and did not 
reach their maximum until the first of 1920, as already noted. 
Inflation and rising prices also continued at an accelerated rate 
during 1919 and the first part of 1920. Although inflation in the 
United States was taking place during this time the inflation was 
relatively not as great as in Great Britain. Internal depreciation 
and heavy importations of commodities produced a large sum of 
indebtedness on current foreign trade items, and increased the 
demand for dollars and thus the rate for dollars. 


Exchange rates fell precipitously in the last few months of 


1919 and reached a low point in February, 1920, of about $3.20. 
This extreme depreciation was due to temporary market factors 
and was lower than the underlying conditions warranted, which 
shows the purchasing power parities between the dollar and the 
pound. In March and April, 1920, exchange rates rose almost 
as rapidly as they had declined. However, during the last halt 
of 1920 falling exchange rates again prevailed and in November 
reached a point (about $3.33) nearly as low as that of the preced- 
ing February. This decline in the latter part of 1920 was due 
partly to the seasonal demand for dollars created by the importa- 
tion of American products into Great Britain in the fall of the 
year, and partly to the maturing of the Anglo-French loan of 
$500,000,000, which necessitated the purchase on the part of 
France and Great Britain of a large amount of dollars. The loan 
matured in the middle of October, 1920, but the purchase of dol- 
lars and shipments of gold to the United States were spread over 
several months preceding the maturity date. 

The deflation and general depression which began in the last 
half of 1920 had its effect upon exchange rates. Prices in Great 
Britain fell from April, 1920, to early 1922. As prices in Great 
Britain fell and came more into harmony with those in the United 
States, and as importations declined, an improvement in exchange 
rates took place. The rates rose from the middle of 1921 until 
the first part of 1923, and early in 1923 they reached $4.72, 
not very much below par. However, a decline commenced after 
February, 1923, and continued during the remainder of the 
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year and until the first part of 1924, when the low point of $4.22 
was reached. During the last half of 1924 the rates tended 
‘upward sharply as conditions in Europe improved, and as large 
capital movements from the United States to Europe took. place. 
The year ended with sterling at about $4.73. In 1925 to date 
_the rates have continued upward and are close to par, higher, 
than they have been since the first of 1915. 

According to its gold par the pound sterling is worth $4. 8665. 
However, at the present time the gold par has little significance 
and the exchange rates tend to fluctuate not around par but around 
a point determined by the purchasing power of the pound in re- 
lation to that of the dollar. If the internal value of the pound 
rises—t.e., if the price level in Great Britain falls and the pound 
purchases more, the external value in terms of dollars also tends 
to rise, unless the purchasing power of the dollar has risen in 
proportion to that of the pound. The value of the pound com- 
puted upon the basis of the ratio between the price levels in the 
United States and in Great Britain is shown by the purchasing 
power parities. 

The index numbers used represent domestic prices in the re- 
spective countries. However, movements in the prices of goods 
which enter into international trade, rather than movements in the 
prices of domestic commodities, are the ones which affect the 
demand for a country’s currency abroad and thus affect exchange 
rates. Goods within the country may be very cheap, yet if they 
are not the kind which can be exported and which enter into 
foreign trade, their cheapness does not increase materially the 
demand abroad for the country’s currency and thus has but a 
slight effect upon exchange rates. Thus the index numbers de- 
sired for purchasing power parity studies are especially those 
which show the purchasing power of the pound in Great Britain 
over commodities which enter into international trade, and the 
same for the United States. ” 

Index: numbers of prices of aaed and exported articles 
are available for Great Britain and the United States since the 
first of 1919, computed by the Federal Reserve Board. In the 
case of Great Britain the index numbers of goods imported include 
commodities represent 53 per cent of the value of total British 
imports in 1913. The index numbers of goods exported include 
commodities representing 49 per cent of the total value of British 
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exports and reexports in 1913. The figures are weighted on the 
basis of the value of imports and exports in 1913. In the case 


of the United States the index numbers of goods imported con-' 


sist of nineteen quotations while those of goods exported are 
made up from thirty-nine quotations. . . 


Prices of domestic goods move more or less in harmony with | 


prices of goods which enter into foreign trade and thus a general 
index number of domestic prices, such as that of the Statist, yields 
fairly satisfactory results. The index numbers of the Statist, 
however, contain only prices of raw materials or of commodities 
in the early stages of production. The all-commodities index num- 
bers of the Federal Reserve Board for Great Britain and for the 
United States have been constructed according to uniform methods 
in the selection and classification of commodities for the special 
purposes of international comparisons. The Statist index num- 
bers display a greater discrepancy between current exchange rates 
and purchasing power parities than does that on the basis of the 
Federal Reserve Board’s index numbers. 

It will be noted that during the period when artificial stabiliza- 
tion was in effect the purchasing power parity of the pound with 
the dollar was below current exchange rates, and that in 1915 and 
1916 the discrepancy was very great, which means that in terms 
of commodities the pound converted into dollars would purchase 
much more in the United States than in Great Britain. When 
artificial stabilization was removed early in 1919, this overval- 
uation of the pound on the exchange market was promptly rem- 
edied by a fall in exchange rates, although according to the 
purchasing power parity curve constructed on the basis of inter- 
national commodities the overvaluation continued large until the 
latter part of 1921. During the period from 1919 to date, when 
movements in exchange rates were unrestricted, the two curves 
move more or less in harmony. Exchange rates are subject to 
temporary forces and frequently show erratic movements, going 
too high or too low in view of fundamental conditions, but the 
general tendency for exchange rates is to move with purchasing 
power parities. 

The discrepancy between purchasing power parities and ex- 
change rates during the first half of 1921 was due primarily to 
the general depression which carried commodity prices to rela- 
tively low positions. As readjustment from the depression took 
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place, exchange rates and purchasing power parities more nearly 
corresponded. In the last half of 1922 exchange rates failed to 
respond to an increased purchasing power of the pound in rela- - 
tion to the dollar. This failure to respond was due to a large 
extent to discouraging political conditions on the Continent, which 
affected exchange rates by increasing the demand for dollars. - 
Capital was moving to the United States to escape disturbed 
conditions in Europe. Also United States currency was being 
shipped to Europe. 

The improvement in exchange rates which began in the middle 
of 1921 continued with some reactions until February, 1923, 
when the rates reached about $4.72, involving a depreciation of 
slightly less than 3 per cent. At this time the price indexes 
for Great Britain and the United States were almost together. 
This means that the relationship between the dollar and the pound 
on the basis of purchasing power was practically the same as before 
the war when the pound was worth $4.86. The curves for pur- 
chasing power parities were thus close to par. After February, 
1923, exchange rates again declined, the fall being especially pro- 
nounced in the last two months of 1923. 

The decline during 1923 and the first of 1924 was due partly 
to a downward tendency in the purchasing power of the pound 
as compared to that of the dollar; 7.e., a rise in prices in Great 
Britain and a fall in prices in the United States. However, the 
decline in exchange rates in the latter part of 1923 was greater 
than warranted on the basis of purchasing power parities, and 
was due to some extent to the purchase by the British Govern- 
ment of dollars to make debt payments to the United States, also 
to a demand in Great Britain and on the Continent for dollars 
for investment purposes. Disturbed financial conditions in 
Europe, especially in France and Germany, and apprehension in 
- Great Britain as to the capital levy and to the policies of the Labor 
Government, stimulated an outflow of ‘capital from Great Britain 
and the Continent to the United States. Thus the rate for 
dollars in most all European countries rose. In the last part 
of 1924 sterling rose toward par, accompanying a closer harmony 
between the two price levels and a pronounced movement of 
funds from the United States to Europe. 

Purchasing-power parities are useful as a guide in explaining 
the course of exchange rates, but should not be used to predict 
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future movements, since, although a discrepancy between the two 
curves will doubtless ultimately be remedied, assuming the figures 
-to be correct, there is no way of foretelling whether the exchange 


curve will move upward or the purchasing-power parity curve — 


downward, or both go up or both go down only in different 
- degrees. Furthermore, index numbers are not infallible and a 
certain amount of error may exist, as evidenced by the fact that 
different index numbers yield somewhat different results. Index 
numbers do not allow for tariffs, freights, and other items of 
cost in international trade, or for barriers to the free inter- 
change of commodities. Purchasing-power parity studies assume 
that price levels were in equilibrium in the base year, usually 
1913. This may very well not have been the case, so that a pres- 
ent divergence of exchange rates from the 1913 relationship of 
price levels may not indicate an abnormality. It is to be remem- 
bered also that exchange rates are subject to forces other than 
those related to the internal value of the currency. Any factor 
which affects the demand or supply of bills reacts upon exchange 
rates. 

France. Exchange rates in New York on Paris rose during 
the first few months following the outbreak of war. Creditors 
in France called in their available funds abroad as far as possible, 
with the result that the demand for francs in New York and other 
money centers was great. The rates of exchange on France rose 
sharply and since normal gold shipments were interrupted by the 
disturbed conditions, the limits fixed by the gold points were 
ineffective. Bills on both London and New York were at a 
discount in France during these early months. 

During the years prior to the war exchange rates for dollars 
fluctuated very closely around the gold par of about 19.3 cents. 
Free movements of gold back and forth prevented any very great 
fluctuations. It will be noted that in July, 1914, New York 
rates on Paris rose sharply to an unprecedented height. By the 
end of 1914, the rates had started to fall, and continued falling 
during the entire year 1915. France placed large orders abroad 
for supplies for carrying on the war, and thus the demand in 
France for foreign currencies became strong. As France 
changed, about the first of 1915, from the position of a creditor 
to a debtor nation on current foreign trade items, the rates of 
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exchange in the leading foreign markets turned against France. 
Exchange rates fell sharply during 1915 and reached a low 
point in April, 1916, of about 1614 cents to the franc. From 
this time onward the rates exhibited considerable stability, although 
- they were depreciated below par—the franc during most of the 
war was worth about 17 cents in American money as against 
19.3 cents in normal times. This relative stability in the rates 
which continued during most of the remainder of the war, was 
due. to concerted efforts on the part of the French and the 
British Governments. An agreement was made between the two 
Governments in April, 1916, arranging for the stabilization of 
the franc, stabilization being accomplished chiefly by gold expor- 
tations from the Bank of France and by loan operations. 

When the United States entered the war in April, 1917, the 
rates improved somewhat. The United States cooperated with 
Great Britain and France in the stabilization of the franc and 
American credits sustained both the franc and the pound sterling. 
Direct loans were made by the United States Government to the 
French Government. The following table shows the credits 
granted the French Government by the United States Govern- 
ment and the dates of their utilization. 

The very large imports into France from 1915 to 1921 had to 
be paid for with foreign currencies. But this situation was not 
allowed to interfere with the exchange rates since most of the 
imports were financed through credits abroad, and exchange rates 
were “pegged.” As long as payment could be consummated by 
credits abroad, the effect of heavy imports upon exchange rates 
was slight. After the close of the war, however, when credits 
abroad were curtailed, the demand for foreign currencies in 
France became great, and with the internal purchasing power of 
the franc also depreciated, it is not surprising to find exchange 
rates falling rapidly when artificial stabilization was removed. 

In March, 1919, the franc was “unpegged” from the rate of 
about 18 cents to the franc, and immediately there began a pre- 
cipitous fall. From over 18 cents in March, 1919, the franc 
- fell to less than 6 cents in April, 1920. If an American had 
deposited $10,000 in a French bank in March, 1919, and drawn it 
out about a year later, he would have received back francs which 
would have yielded him only about $3,300 when converted into 
dollars. The rates improved somewhat in the middle of 1920 from 
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the low points earlier in the year. Such’a recovery after a rapid 
fall is a fairly common occurrence in exchange rates, commod- 
ity prices, or security prices, and is caused largely by buyers and 
speculators who tend to hold off until it is apparent that the bot- 
tom has been reached, when they begin to buy. As long as 
rates are falling, many buyers who can, wait for still lower rates. 
The improvement in the middle of 1920 was only temporary 
and by the end of the year the rates were down to new lows. 

Exchange rates rose, with ups and downs, from the first’ of 
1921 to the middle of 1922. The improvement was due largely | 
to the contraction of the note circulation and to the stability of 
internal prices. The franc rose in value from about 6 cents 
at the end of 1920 to over 9 cents in the spring of 1922. From 
the middle of 1922 to March, 1924, the franc lost ground con- 
tinually, and in March, 1924, reached the low point of about 
3% cents, much the lowest point that the franc had ever touched 
since the days of the assigrats at the time of the French Revo- 
lution. 

The decline beginning about the middle of 1922 is accounted 
for by inflation and the rise in prices in France, and also by the 
discouraging outlook which prevailed as regards French public 
finance and the reparation problem. In June, 1922, France broke 
with Great Britain and the other Allies. on the settlement of the 
reparation problem. In the spring of 1922 the Reparations Com- 
mission had asked bankers of the leading countries to consider 
the question of how Germany could obtain foreign loans for the 
payment of reparations, having regard to the obligations of 
Germany under the treaty of Versailles and to the schedule of 
payments of May 5, 1921. The Bankers’ Loan Committee, in 
which America was represented by J. P. Morgan, in June, 1922, 
asked the Reparations Commsision if the reference to the treaty 
of Versailles and the schedule of payments by Germany meant 
that the schedule of payments was unalterable or whether the 
Bankers’ Committee could consider possible modifications. The 
Reparations Commission by majority vote replied that the exam- 
ination of fhe question by the bankers was proper and would 
be valuable. However, the French members of the Reparations 
Commission voted against this reply. The bankers then decided 
that in view of the fact that France was Germany’s chief creditor, 
nothing could be accomplished as long as France took the stand 
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she did. The Bankers’ Committee accordingly disbanded. decid- 
ing not to utilize the majority invitation of the Reparations Com- 
mission to broaden the scope of the work. 

This breakdown in June, 1922, of new efforts to settle the 
reparation question, and the splitting off of France from the 
rest of the group caused a general loss of confidence as regards 
France and the French franc. The franc, which had been rising 
for some time and which had reached new heights in the spring 
of 1922, started falling upon the failure to settle reparations, and 

continued downward for nearly two years thereafter. In Jan- 
~ uary, 1923, when France went into the Ruhr against the wishes 
of Great Britain and other countries, who held this a violation of 
the treaty of Versailles, the franc again fell precipitously. 

The spectacular fall of the franc during the last part of 1923 
and the early part of 1924 (the franc falling from about 6 cents 
in October, 1923, to about 3% cents in March, 1924) was due to 
a large extent to speculative attacks, centering especially in Vienna, 
in addition, of course, to being due to the internal depreciation of 
the franc, to disturbed conditions in Europe, and weakened con- 
fidence inducing the exportation of capital: Speculators had 
made profits on the collapse of the Austrian crown, the German 
mark, the Polish mark, and the Hungarian crown, and believed 
that the franc was traveling the same road, the speculators not 
observing the fundamental difference, namely, that France was 
not inflating the currency as recklessly as these other countries. 
A fever of speculation in francs seized several money centers 
and a large amount of funds were used to sell francs short. As 
the franc continued to fall and as good profits were realized the 
speculation increased. 

The French Government, alarmed at the continued decline of 
the franc and the accompanying doubts in France as to the 
policy of the Government, and at the political difficulties portended 
by weakened confidence, negotiated a credit for $100,000,000 in 
New York for the purpose of stabilizing exchange rates. The 
credit was guaranteed by gold in the Bank of France. The 
effect upon exchange rates of the announcement of this credit 
for stabilization was immediate, and the rates rose as precipi- 
tously as they had previously fallen. It was quickly realized 
that the Government. would not allow a further’ decline in the 
franc, and short interests began to cover. The demand for 
francs increased, and in about two weeks’ time the value of the | 
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franc had risen from about 3.5 cents to about 5.5 cents, and in 
a little over a month’s time had increased to about 6.5 cents. 
Many speculators during this time suffered heavy losses due to 
the sudden rise. Confidence in the franc and in the Govern- 
‘ment was restored, and the Government was called upon to utilize 
only a small portion of the funds available in New York. 

The spectacular fall in the value of the franc in 1923 and 1924 
took place in spite of the fact that the outlook in Europe was 
more encouraging than it had been for some time. The experts’ 
committees, appointed in December, 1923, were already at work, 
and their efforts gave promise of success. The French Govern- 
ment, since the low value of the franc was damaging to the 
strength of the Government, announced in January, 1924, a series 
_ of financial reform measures, including a 20-per-cent increase in 
taxes, reductions in expenditures, and the abolition of the so- 
called recoverable budget which was the chief source of budgetary 
deficits. In spite of this abrupt change of financial policy the 
franc continued downward to new low levels. 

The course of the franc during these few months, and in fact 
during much of the, post-war period, indicates the part played 
by confidence in the value of a currency. The underlying con- 
ditions in France which controlled prices and foreign trade 
changed slowly during this period, while the value of the franc 
moved up and down with the general outlook in France and 
Europe in general, and with what people thought the franc would 
be worth in the future. When there was fear that the franc 
would go the way of the Austrian crown, the German and Polish 
marks, the ruble, or other units, people hastened to buy dollars 
and more stable currencies; speculators got busy, the rate of 
turnover of the franc increased and the value declined. On the 
other hand, when confidence was restored and the outlook became 
brighter, the demand for francs increased and the value rose. 

France lost a considerable amount of capital through the pur- 
chase of American and other securities by people in France, who 
desired to convert their assets into dollars, because of loss of 
confidence. Legal prohibitions were placed in 1918 upon the ex- 
portation of capital from France, and a person could not pur- 
chase foreign currencies except for restricted purposes such as 
for the importation of goods. The enforcement of this law was 
difficult, and exporters and others who acquired funds abroad 
were not obliged to return the funds to France. 
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Since the establishment of the credit in New York in March, 
1924, exchange rates have remained much more stable, and the 
franc has been fluctuating most of the time around 5% cents. 
The sudden rise of the franc was greater than desired in France 
and proved detrimental to exporters and others. The temporary 
credit in New York of $100,000,000 for stabilization purposes 
was paid off and replaced in part out of the proceeds of the 
loan for a similar amount floated in the United States in Novem- 
ber, 1924. Funds secured from this loan were used for various 
purposes, but part of the funds is available for the stabilization 
of exchange rates and has been turned over to the Bank of 
France.* 

The high price level, or in other words, the low internal value 
of the franc, accounts very largely for the depreciated external. 
value of the franc. The more the franc will buy in France, 
in general, the greater is the demand for francs by foreigners, 
and therefore normally the greater the franc’s value abroad. 
The relation between the purchasing power of the franc within 
the country and the external value of the franc is thus close. 

Inasmuch as at the close of the war the internal purchasing 
power of the franc had declined very greatly from that of the 
pre-war period, and had declined to a greater extent than that 
of the dollar, it was more or less inevitable that as soon as 
stabilization of exchange rates was removed in March, 1919, the 
foreign value of the franc should fall from its artificially high 
poi. tee 4 : 

When the gold standard prevailed in Francé the rates of 
exchange on New York expressed fairly accurately the ratio 
between the purchasing power of the dollar and the franc. The 
franc was worth about $0.193, and the dollar would thus normally 
purchase a little more than five times as much as the franc in like 
goods, goods capable of being shipped abroad and which thus have 
an international market. In January, 1919, prices in France had 
risen, according to French index numbers, to 348 from 100 in 
1913, while in the United States the rise was only to 199 from 
100 in 1913. Thus, prices in the United States rose only 57 

* Funds in the United States turned over to the Bank of France by the 
French Government were credited to the Government at the pre-war gold 
parity of 5.18 francs to the dollar. The difference between 5.18 francs to 


the dollar and the rate realized by the bank in disposing of the dollars will 
go to the Government. 
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per cent, or 29% as much as those in France. If the franc was 
worth in American money 19.3 cents in 1913, it now would be 
worth only 57 per cent of 19.3 cents, or about 11 cents on the 
basis of the relation between French and American price levels. 
The dollar would now buy in similar goods, not five times as 
much as the franc, but about nine times as much. This value 
for the franc, of 11 cents expresses the purchasing power parity 
between the franc and the dollar in terms of dollars. 

_ The market rate of exchange, however, between dollars and 
frances in January, 1919, was not 11 cents, but was the artificial 
rate of about 18.3 cents. This rate made dollars very cheap and 
stimulated importations into France. French importers could 
secure almost as many dollars for their depreciated francs as 
formerly and could import American goods which could be sold 
for a large number of francs, due to the high prices in France. 
_ After stabilization was discontinued in March, 1919, the dis- 
crepancy between the internal purchasing power and the external 
purchasing power was soon remedied by the fall of the value of 
the frane in the exchange market and by the rise of the value 
of the franc in France. The discrepancy became reversed, and 
from the latter part of 1919 to the present, exchange rates have 
practically always been depreciated below purchasing power pari- 
ties. This discrepancy has operated somewhat to the advantage of 
French exporters and to the detriment of their foreign competitors. 
The discrepancy .has varied from time to time and has been 
greater’ when depreciation was taking place, due to the fact that 
exchange rates are more sensitive than commodity prices and often 
anticipate depreciation. Commodity prices and wages do not 
adjust themselves immediately to new inflation and for this reason 
lag behind exchange rates which are quick to respond to changing 
conditions. This accounts for the high purchasing power of the 
dollar in many of the European countries, especially in Austria 
and Germany, when depreciation was, taking place rapidly and 
when the dollar would purchase enough local currency to secure 
many times the customary amount of goods. Exporters and 
others who had foreign currencies to sell at such times could 
secure relatively large amounts of domestic currency. The spread 
between the internal purchasing power and the external pur- 
chasing power of the franc was pronounced in 1922 and 1923 
on account of rapid depreciation. The discrepancy which aided 
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French exporters caused irritation abroad, especially in Great 
Britain. Exportations of textiles and other goods from France 
to Great Britain in 1923 were stimulated by the greater deprecia- 
tion of the external value of the franc than of the internal value. 
This was one of the factors in the controversy over protection 
in Great Britain. 

Whatever advantages there may be to certain individuals in 
France from such a situation are only temporary, and the dis- 
advantages to the country at large of the disturbed financial con- 
ditions far outweigh any seeming benefits. Wage earners and 
those with fixed incomes in France could not adjust themselves 
promptly to the new level of prices and found the cost of living 
increasingly burdensome. 

Depreciating and rapidly fluctuating exchange rates have been 
a real handicap to the industry and trade of France, to both the 
domestic and the foreign trade. Especially was this true when ~ 
the franc rose sharply in March and April, 1924. Exporters and 
others with dollar drafts for sale suffered severe losses at this 
time.* Exporters know their domestic costs in francs, but as 
long as fluctuations in exchange rates continue, are unable to 
determine how many francs their dollar drafts will yield. The 
sudden rise of the franc in March and April 1924, caused a 
slight depression in France since when the exportation of goods 
was interfered with, industries in general were adversely affected. 
Industries in France which are dependent upon foreign raw 
materials have been continually at the mercy of erratically fluctu- 
ating exchange rates, and as foreign currencies rose, these mate- 
rials became more expensive. The high and low exchange rates 


for each year since the armistice have been as follows, cents per 
franc: 


High Low High Low 
1909.) cot NEARS 18.3 8 SOD 922 aero 9.4 6.20 
OVAL Era dp aide AY 9.3 Bie Ot iO 3 eect ee 7.4 4.99 
IPRS. Ses SRE 8.8 580 WOLO2E 8 tne cea: 6.7 3.49 


——_ 


* The wide fluctuations in the franc from one day to the next are shown 


clearly in Serial 8 of the commission, which shows graphically the daily 
exchange rates of the franc and other units. 
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These extremes show the instability of the franc and the extent 
of the difficulty of doing business in its terms. The fluctuations 
have been as much as 20 per cent or more in a few days’ time, 
sufficient to convert a good profit into a loss. This risk of ex- 


change is an extra cost of production which has to be paid for 


by higher prices. Since stabilization of the franc was undertaken 
in the spring of 1924 the fluctuations have not been as wide as 
previously. This relative stability has permitted internal read- 
justments of wages and other costs of production and has per- 
mitted business to be conducted on a somewhat more certain and 
systematized basis. Nevertheless, the fluctuations have not dis- 
appeared, and although they have not been as wide as formerly, 
still they have been sufficiently wide to be a source of difficulty to 
industry. The relative stability which has been attained has been 
accomplished through artificial means, and while it is an improve- 
ment, its basis is insecure for any other than a temporary arrange- 
ment, and should the franc start to depreciate, due to fundamental 
causes, such as inflation, stabilization through loan operations 
would be costly or if internal depreciation became very great would 
be impossible. 

Germany. The European upheaval of the last decade, by 
causing, directly or indirectly, the steady deterioration of German 
Government finance and the resulting inflation, and by destroying 
the pre-war equilibrium in Germany’s international accounts, 
shattered the delicate mechanism which regulated German ex- 
change in pre-war days. Before the war, when Germany was on 
a gold basis, the value of the mark at par of exchange was 23.82 
cents; German exchange then fluctuated only within the limits 
determined by the cost of shipping specie. From the beginning of 
the war, when inconvertibility was commenced, until the close of 
1923 depreciation became continually greater, and fluctuations in 
exchange rates were very wide, especially during the latter part 
of the period of depreciation. 

The following method is used to obtain the purchasing-power 
parity of the mark with the dollar: 

U. S. price index 


Par exchange of the mark (23.8 cents) ecrien pitas 


The price of Berlin bills during the war and post-war period 
deviated widely from the purchasing-power parity. In addition to 
variations in the price level, the value of the mark in relation to 


other currencies was affected by many other factors, financial and 
at times even political and psychological, as may be seen from a 
brief analysis of the course of German exchange rates during the 
last decade. At the very outset of the war, while Berlin was call- 
ing in funds, marks rose; from then on, however, the course of 
German exchange, while punctuated by rallies and slumps, was 
steadily downward. 

After going to slightly above par during the first few days of 
the war, marks declined. Like the Allies, Germany tiied to 
stabilize her exchange; in her attempts she was, however, much 
less successful than the Entente. By the end of 1914 marks had 
fallen to 97.2 per cent of parity and by December of the follow- 
ing year to 83.7 per cent. 

To avoid further depreciation and to steady the rate, the Fed- 
eral Council in an order of January 20, 1916, proclaimed the 
Devisenordnung (decree for the regulation of foreign exchanges). 
By means of the creation of a Devisenzentrale, this decree placed 
all dealings in foreign exchange under the supervision of the 
Reichsbank. To render this system of licensing exchange trans- 
actions more effective the Government in January, 1917, pro- 
‘hibited the general importation and exportation of gold, and in 
February of the same year required the Reichsbank’s sanction 
for remittances to foreign countries of bills payable in marks. 

This strict system of regulation did not, however, result in 
stabilizing the Berlin rate; for Germany lacked the principal 
means for making this control effective—namely, credit. Though 
she was able to obtain scattered and intermittent loans from 
Switzerland and the Scandinavian countries, she had no constant, 
ever-replenished fund to rely upon. To the extent that the loans 
she obtained enabled her to obiain goods without immediate pay- 
ment, the arrangements relieved the mark from pressure; but the 
foreign advances—in all about three to four billion marks—were 
by no means large enough to maintain the rate near par or to 
prevent oscillations. Nor was the sale of German-owned securi- 
ties, to an extent of about 3,000,000,000 marks of foreign and 
1,000,000,000* of domestic securities, sufficient to counteract the 
depreciating influences. 


* Report of the Second Committee of Experts, p. 11; Germany’s Economie 
and Financial Situation, p. 22. 
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GERMANY—PURCHASING POWER PARITIES, HIGH AND Low EXCHANGE RATES, 
AND NOoTE CIRCULATION, MONTHLY, NOVEMBER, 1918—DECEMBER, 1922 


[Purchasing-power parities based on Statistisches Reichsamt index numbers 
for Germany, 38 commodities, monthly average, 1913 = 100, and on Bureau 
of Labor statistics index numbers for United States, 404 commodities, monthly 
average, 1913 = 100. Exchange rates: New York on Berlin, to July, 1919, 
a combination of New York on Amsterdam and Amsterdam on Berlin] 
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At the entry of the United States into the war in April, 1917, 
marks stood at 75 per cent of par; upon America’s joining the 
Allies, German exchange fell from 16 to 14 cents within three 
months.* After fluctuating about this level until the last month 
of 1917, the armistice with Russia and the treaty of Brest-Litovsk, 
combined with the successful German offensive, relieved for a 
time the pressure on marks, and Berlin exchange rose to 70Z 
per cent of par in February, 1918. With the reversal of military 
fortunes, on the other hand, the monthly averages declined, until 
in December, 1918, the mark stood at about 48 per cent of parity. 

Throughout the war years, while marks rallied or slumped 
largely in response to political developments, the general trend 
was downward. Both the decline in the purchasing power of the 
mark and the deterioration of the German trade balance were 
responsible for this steady decline. As a result of continued gov- 
ernment borrowing and the consequent rise by November, 1918, 
of prices to 245 per cent of the pre-war level, marks were worth 
only about 48 per cent of their pre-war value. Meanwhile Ger- 
many accumulated an adverse trade balance of some ten billion 
marks. Added to these primary factors of decrease in purchas- 
ing power and an increasingly “unfavorable” trade balance, was 
the psychological influence of Germany’s defeat. Thus it is not 
difficult to see why the mark should have sunk to less than half 
its value by the end of the war. 

Although German exchange rates declined almost continuously 
during the war, the repeal of the Devisenordnung on September 
15, 1919, had almost as great an effect on the Berlin rate as the 
release of the peg had on the allied exchanges. 

During 1919 the decline of the mark from 6.64 cents in July, to 
2.10 cents in December was amply justified by Germany’s eco- 
nomic and financial condition. By the end of 1919 the purchas- 
ing power of the mark was less than one-third of the December, 
1918, figure.t With the rising demands of the Government on 
the Reichsbank and the increase in circulation, prices during 1919 
rose much more than during the entire war period. The pur- 
chasing-power parity of the mark also declined, though not to the 
ihe SRE Aorteracetdn tural ar ite see ee ee 

asis of exchange quotations in 


Switzerland. (Federal Reserve Bulletin, September, 1918, and June, 1919.) 
eat Official wholesale price index: December, 1918, 245; December, 1919, 
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same extent. By December, 1919, the parity in terms of cents * 
had fallen to 6.62 cents from 10.15 cents in September. So 
much swifter was the fall in exchange than the decline in pur- 
chasing-power parity that, from the appearance of the chart, it 
would seem that the purchasing-power parity followed the ex- 
change curve. In reality, of course, the internal value of the 
mark determines the long-run course of the Berlin rates; but, 
because the exchange markets constantly discount future events, 
which, in Germany’s case, have been practically all unfavorable, 
the fall in mark exchange has steadily preceded the decline in 


_ purchasing-power parity. 


To intensify the effect of the internal depreciation, Germany’s 
trade balance showed increasingly an excess of imports. In 
order to replenish her stocks of foodstuffs and raw materials, 
Germany imported during the post-war period considerable 
quantities of goods; during the first post-war year Germany added 
about 4,800,000,000 marks to the excess of imports of the war 
years. : 

Besides the steadily increasing volume of paper mark issues due 
largely to the increasing deficit in her financial accounts, social and 
political forces caused sharp, though temporary, movements in 
bills on Berlin. In the post-armistice years almost every political 
and economic event had an effect upon exchange rates. The un- 
certainty concerning reparations, internal disorders, such as the 
Sparticide revolt, the fear of a change in government, all these 
factors were translated by bear speculators into mark quotations. 

The downward plunge of the mark from 6.6 cents in July, 
1919, to 1.05 cents in March, 1920, set in motion ‘forces which of 
themselves tended to improve the rate. The fall of mark ex- 
change had proceeded at a much more rapid pace than the decline 
in its domestic purchasing power. Whereas the mark brought 
only 1.05 cents in the New York market in February of 1920, its 
purchasing-power parity at this time was still 3.27 cents, or more 
than three times its exchange value in New York. 

Due to this undervaluation of the mark abroad, foreigners 
placed huge orders in Germany. Exports increased, goods of 
every kind were dispatched abroad in large quantities. This great 

* That is the hypothetical rate of exchange, at which the current mark 


would .buy the same amount of commodities in the United States as in 
Germany. 
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“clearance sale” stripped Germany of manufactured goods, badly 
needed raw materials, and even essential foodstuffs. The demand 
of these foreign importers for remittances on Germany was, in 
part, the cause of the rise in Berlin exchange from 1.05 cents in 
February to 2.19 cents in May of 1920. Simultaneously, offer- 
ings of mark bills became scarcer since the Government-closed the 
“hole in the west,” so that illegal imports into Germany, valued at 
millions of gold marks now practically ceased. 

To prevent the sale of German goods abroad at “dumping 
prices” the German Government instituted a complex arrange- 
ment régarding export duties. In the spring of 1920 the purchas- 
ing-power parity of the mark rose from 3.27 cents in February 
to 4.19 cents in June. At the same time invisible imports due to 
sales of marks by Germans to foreigners greatly diminished. 

To heighten the effect of these influences, bull speculators be- 
came very active. At 2.19 cents per mark (average for May) 
German currency was in reality no longer undervalued abroad; 
for, though the purchasing-power parity of the mark was 3.90 in 
May, 1920, against an exchange rate of 2.19 cents, the numerous 
export duties enacted by the Government almost covered the 
spread between the two rates. It was no longer especially ad- 
vantageous to buy in Germany. 

To such an extent had the great “clearance sale” denuded Ger- 
many of goods, however, that she had no raw materials left 
wherewith to manufacture commodities to send abroad. At the 
same time, therefore, that her exports ceased she had to import 
heavily. For the year 1920 estimates of Germany’s “adverse” 
trade balance vary; but it is probably safe to place the amount 
at one and one-half to two billion gold marks. Unfortunately, 
this figure does not represent the buying of essentials and raw 
materials only. It includes also sums paid for illegal imports, 
for during the latter half of 1920 the “gap in the west” was wider 
than ever. 

Even if Germany had been able to balance her exports and im- 
ports, the mark would, nevertheless, have fallen as a result of the 
decline in its purchasing power. Due to the currency expansion 
in 1920, prices rose to about 1,500 per cent of the pre-war figure. 
The purchasing-power parity of the mark fell from 4.19 cents in 
June to 2.96 in December, 1920. 

Recognizing the inevitable effect of this loss in purchasing 
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power on the price of Berlin bills in foreign countries, financial 
centers througout the world sold German exchange. So con- 
vinced were the international exchange markets of the probability 
of continuing internal depreciation that they depressed marks to a 
point below what the existing inflationary policies of the Govern- 
ment or the excess of imports warranted. In November, 1920, 
marks in the exchange markets touched 1.32 cents. The pur- 
chasing-power parity had meantime fallen from 4.19 in June to 
3.09 in November. Since there was a wide gap between the in- 
ternal and external value of marks, German exchange seemed 
cheap. Speculators reversed their positions, and marks recovered 
to 1.63 in May, 1921. 

That this rally neither reflected nor discounted any genuine im- 
provement in Germany’s position is evident from the currency 
situation and the trade returns during 1921. The purchasing- 
power parity of the mark, in response to the fantastic rise in 
prices, fell rapidly. Prices remained steady at about 1,300-1,400 
per cent during the first few months of 1921, after having touched 
1,510 per cent in November, 1920, but rose to 3,490 per cent at 
the end of 1921. Meanwhile, the purchasing-power parity de- 
clined with but slight rallies to 0.96 cent in December of 1921. 
Trade returns for the year, while incomplete, indicate an approxi- 
mate excess of imports of about 2,000,000 gold marks. 

While the trade balance and the Reichsbank statements would 
have quite sufficed to drive marks down from 1.37 cents in De- 
cember, 1920, to 0.53 cent a year later, they were not solely. re- 
sponsible for the acute weakness in German exchange. The 
reparations problem likewise had a large share in causing the 
downward movement of the mark. The constant changes con- 
cerning the ultimate settlement and the outcome foreshadowed, 
were important factors in the rapid downward course of the mark 
during the second part of 1921. 

The reparation question, while of gteat importance in shaping 
mark quotations in 1921, became an even more important influ- 
ence in 1922 and 1923. Reparations payments caused an increas- 
ingly large portion of the deficit. Under the influence of the treas- 
ury’s demands on the Reichsbank and the increase of 1,166,455,- 
000,000 marks in bank-note circulation, the price index rose from 
3,487 per cent at the end of 1921 to 147,479 per cent by December, 
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1922, while the purchasing-power parity of the mark fell from 
0.96 cent to 0.025 cent within the year. 

During 1923 the collapse, which the exchange markets had 
foreshadowed, finally came. As a result of the Ruhr occupation 
and the financing of passive resistance, the Government lost all 
control over expenditures; the Reichsbank lost control of the 
printing press as regards the issue of notes. Prices soared, while 
the purchasing power of the mark practically vanished. Within 
a year (to November 15, 1923) the treasury’s deficit caused an 
increase in discounted treasury bills from something more than 
$1,000,000,000,000 marks to over 190,000,000,000,000,000,000 
marks; the Reichsbank’s circulation swelled from about 1,250,- 
000,000,000 on December 31, 1922, to nearly 500,000,000,000,- 
000,000,000 at the close of 1923. The price index skyrocketed 
from 147,480 per cent in November 1923 to 725,700,000,000 per 
cent a year later, while the purchasing-power parity of the mark 
declined from an average of .025 for December, 1922, to an aver- 
age of 0.000,000,000,028 cent for December, 1923. With such 
devastation raging in Germany’s currency, it is small wonder that 
the average quotation of the mark in New York for December, 
1923, should have declined to 0.000,000,000,023 of a cent, from 
one-tenth of a cent the year before. 

After November 15, when the rentenmark was introduced, de- 
preciation was checked and exchange rates accordingly became 
more stable. Since the early summer of 1924 exchange rates 
have been stabilized and have remained almost continuously at 
about 23.8 cents to the rentenmark (1,000,000,000,000 former 
paper marks). Since the reorganization of the Reichsbank in 
October, .1924, the rentenmark has been replaced by the reichs- 
mark, which has also remained stable at about 23.8 cents. 


- QUESTIONS AND EXERCISES 


What relation exists between a country’s currency and domestic prices? 

How does the currency of a country influence its foreign trade? 

. Explain why exchange rates fluctuate. 

. How are the gold values of paper currencies determined ? 

. Define purchasing-power parity. 

. Explain the causes for the fluctuating values of the pound sterling, the 
franc, and the mark from 1914 to 1924. 


And wh) 


Introduction. 


possible. 


CHAPTER XXII 


FOREIGN CREDIT 
A.—FOREIGN CREDIT INFORMATION * 


THE terms of credit which are granted to foreign 
buyers are dependent upon the financial and _ political 
condition of the country and upon the reputation of the 
foreign firms, or that of their bankers. Because of lack 
of adequate credit information, American exporters do 
not grant as liberal terms as European exporters. 

At present exporters secure information through their 
own credit departments; from banks, American and for- 
eign; from other merchants; from representatives and 
branch houses abroad; directly from the buyer, in the 
form of a financial statement; and through different trade 
organizations and mercantile agencies. Much valuable 
credit information is accumulated by American exporters, 
_ but the data is scattered and difficult to obtain. The 
chief difficulty is the lack of cooperation on the part of 
those most vitally concerned with agencies which are 
organized for collecting and distributing such in- 
formation.—| Ed. Note. ] 


able to the entire business community. 
While the domestic field has thus been carefully developed, 


* Federal Reserve Bulletin, July, 1922. 


837 


The methods of handling domestic credit in- 
formation in the United States have been carefully studied for 
many years and are now well systematized. Trade organizations, 
as well as individual mercantile houses and banks, have devoted 
much time and effort to this question, on which the entire credit 
system rests, and to make the methods employed as efficient as 
The extension of credit in the last analysis of course 
depends entirely on the credit risk. Exact knowledge of the 
buyer’s status is needed. Many channels and sources have been 
developed with respect to domestic buyers, which are now avail- 
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little interest has been manifested in information on foreign buy- 
ers. Only after 1914, when the foreign trade of the United States 
increased by leaps and bounds, did business houses and banks 
begin to pay more attention to foreign credit information. In this 
respect American practice is somewhat the opposite of British and 
German practice, where the domestic credit work has not attained 
the same efficiency as in the United States, but where methods 
and sources for foreign credit information have been studied for 
many decades. 


Foreign Credit Work of American Business Houses. 
Credit Policy—It is generally believed that American exporters 
do not extend credit to foreign buyers as liberally as European 
competitors do, especially British and German. Whether this is 
true or not has yet to be ascertained. Answers to the question- 
naire used by the Federal Reserve Board in this study throw 
some light on this point, and seem to indicate that the majority of 
American firms engaged in foreign trade are inclined to sell more 
and more on liberal credit terms, and wherever conditions are 
favorable encourage such transactions. Commission houses as 
well as manufacturers who have studied this field have come to the 
conclusion that business with foreign countries can be done only 
on a credit basis, if it is to be done at all. 

The credit policy of individual houses naturally varies. Some 
extend credit only for thirty days, while other are willing to draw 
drafts running for one hundred and twenty days. This latter 
figure seems to be the maximum term usually granted by Ameri- 
can export houses. Firms at times sell on open account or grant 
four or six months, but such cases are rare. As a rule, however, 
it may be stated that American exporters are not in favor of 
selling on an open-account basis. Due largely to the handicap 
of lack of information on foreign buyers, and the unsettled con- 
ditions in many countries, terms granted by most American 
houses are not as liberal as those of their European competitors. 

The credit policy used depends upon many factors. By far the 
most important are the financial and political situation of the 
country, and the reputation of the foreign firm. The attitude of 


export houses can be seen from the following two representative 
answers ; 
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We endeavor to encourage sales on a time or sight draft payment basis. 
We do not encourage foreign business 6n an open account basis, although 
we sometimes sell on open account more through necessity than by choice. 

There are no definite standard terms in foreign countries, and our attitude 
is based on (1) the stability and financial solidity of the foreign government, 
(2) the reputation of our customer in the said country. 


Organization of Credit Department.—Almost every firm ac- 
tively engaged in foreign trade operates a credit department of 
its own, whose duty it is to gather information and to pass on the 
credit standing of foreign buyers. The foreign credit department 
may be either independent or combined with the domestic credit 
work. Which method is better is difficult to say and depends to 
a large extent upon the special needs of the firm. Manufacturers 
doing both a domestic and foreign business usually combine their 
credit work, while houses conducting a general export business 
naturally have a separate foreign credit department. The organi- 
zation of the foreign credit department varies with the firms in 
question. Exporters having branches or representatives abroad 
depend mainly upon the reports they receive directly and do no: 
pay particular attention to developing their own files through other 
sources. One firm, operating a large number of branch offices in 
many countries, writes: 


We depend largely on our foreign offices and agents for the maintenance 
of proper credit information and maintain files of information at this end 
merely for the purpose of occasionally checking up the operations of our 
representatives. All orders executed by us are solicited by and received 
through our own agents who are expected to satisfy themselves in regard 
to the credit standing of the buyer. 


Firms which have no such facilities are compelled to collect 
up-to-date credit information from any other sources which may 
be available. 

The names of foreign buyers listed in the files of American 
exporters are divided into several groups. Some houses carry 
information covering only steady customers, or those with whom 
they have occasional dealings. Large exporters, however, have 
information on prospective and potential buyers too. A few go 
even further and assemble information on the credit standing of 
foreign banks. One export house, discussing the question of 
names carried in its files, writes: . 
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We can not draw strict lines between steady customers, occasional buyers, 
or prospective buyers. We usually look to our own travelers whom we 
send from our main office. 


Another states: 


We start an investigation immediately upon the opening of negotiations 
with a prospective buyer regardless of terms, which may be agreed upon 
for the first transaction because it may soon develop into an account where 
credit terms will have to be considered. 


Investigation on a foreign buyer may be conducted either (a) 
when an order is received from a new customer or when he 
makes an inquiry, or (b) when the exporter makes an offer or a 
quotation to a foreign merchant. The general tendency of Ameri- 
can export houses is to commence an investigation as soon as an 
inquiry is received or an offer is made. 

The most difficult task of the credit man is to keep his files up 
to date. In order to facilitate this work, files usually are divided 
into active and inactive accounts. The former are revised quar- 
terly, half-yearly, or at least once a year. Revision of the latter is 
undertaken only on special occasions. The consensus of opinion 
is well summarized in the following answer: 


We revise our credit files periodically, based on the activity of the account, 
the importanee of the market, and the facilities for obtaining revised 
information, : 


Sources of Information. The information contained in the 
files of the credit department may be secured from various sources. 
It may be collected directly from the purchaser, or the credit 
manager may ask a bank, commercial agency, or another institu- 
tion to gather the necessary data for him. Where credit informa- 
tion is secured directly by the seller from the buyer, the best 
source in domestic trade is the financial statement. This, however, 
is very seldom given in foreign trade. Foreign buyers, especially 
in Latin America and the Far East, sometimes regard such a 
request as a personal insult and as reason to sever further business 
relations. The unanimous opinion of all the exporters approached 
is seen in the following replies: 


It is not customary to ask foreign customers for financial statements ; 
we think they would be offended, nor would we ever suggest that a foreign 
customer should answer any questionnaire that we may submit; it will be 
entirely unpractical for us to attempt it. 
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We do not require foreign buyers to furnish financial statements, especially 
not in Latin America, where a request of that nature would be viewed 
differently from the interpretation placed upon it in this country and might 
readily lose us a valuable customer. We do not believe that such statements 
are furnished except in rare instances. 


We have occasionally received financial statements from foreign buyers, 
but this is only an occasional happening, and as a rule we do not receive 
them. 


Accordingly, other channels have been developed which if prop- 
erly handled work out very satisfactorily. The lack of a statement: 
is naturally less felt by. houses which have agencies or represen- 
tatives abroad. In most cases these representatives receive their 
information through other channels than inquiries made direct to 
buyers. Agents, representatives, or traveling salesmen are often 
in a position to gather reliable information from their daily 
contact with the market, and are at times able to judge the credit 
standing of a foreign customer from their past experience. In 
rare cases, however, where such information is not available, and 
where a larger transaction is involved, they may request an inspec- 
tion of the books. | 

Firms which have no representatives abroad usually ask a 
' prospective buyer for bank or trade references. These may be 
American banks and business houses, or foreign banks and mer- 
chants with whom the buyer has business relations. The value of 
these references depends to a large extent upon the individual 
given as a reference, and therefore the opinion expressed by 
manufacturers and exporters differs greatly. Some believe that 
the best and most reliable information is given by foreign institu- 
tions, even though it is very often briefly expressed. Others state 
that the only reliable information is given by Americans, and that 
they never ask a foreign firm for any information. It is often 
stated that information received from American banks, although 
in most cases fully detailed, is not always up to date. Almost all 
exporters, however, agree that credit data obtained through an 
interchange bureau is particularly valuable. The ledger experience 
of other American merchants who are dealing with foreign buyers 
is considered as the best source of information through which a 
seller may determine what action he should take relative to the 
length of terms and methods of payment. 

The information asked for by exporters includes the reputation 
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of the foreign buyer in his local market, the character of the 
management, and the manner in which the business is conducted. 
These items if received from reliable sources are thought to be ~ 
more valuable and indicative than the “cold figures of a financial 


statement.” 

Some firms at times ask their prospective buyers, but more 
often their agents and representatives abroad to fill out a blank 
along the following lines: 


The home office is to be supplied with as full and complete information 

as possible on the standing of the following firm: 

. Customer’s name and full address. 

. Their standing individually and as a firm or corporation. 

. How long established. 

. Report from the bank with whom they do business. 

. Their estimated or stated financial worth in and out of business. 
. From whom they purchase in the United States of America. 

. Other references. 

. Copies of financial statements if same are made and issued. 

. Full details as to the nature of their business. 

10. Give as full a report as possible of financial conditions throughout 
your territory with clippings from local newspapers in financial matters. 
Report fully on all matters which would tend to affect exchange rate 
between the United States of America and countries in your territory. 

It will facilitate our work at the home office if, on sending in reports on 
customers, each is given a separate sheet. 


OoANnNIAnAWBNE 


Exporters: are not always able to get satisfactory credit infor- 
mation directly from their foreign customers. This compels them 
_ to apply often to what may ‘be called “indirect sources.” Such 
channels are consulted even where direct credit information has 
been obtained, in order to check and to supplement the gathered 
information. The most important and most consulted indirect 
source of information is domestic and foreign banks. The meth- 
ods and practices employed by these institutions in collecting 
material will be discussed in subsequent articles. Consideration 
at this point is therefore given only to the question how far 
exporters use these sources, and to what extent they rely on 
information given by banking institutions. 

An exporter may request credit information on a foreigner 
from his own bank, an American overseas bank, the foreign branch 
of a domestic bank, or a foreign banking institution. As a matter 
of practice, however, exporters and manufacturers apply mainly 
to their own banks. In cases where the services of foreign insti- 


ee 
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‘tutions or American overseas banks are needed, merchants ask 


their own banks to inquire of the above-named institutions. 

The credit information given by banks is of utmost importance 
to houses who have no agencies and representatives abroad, and 
who rely almost entirely upon the banks. Objection is often made 
that overseas banks and foreign branches of American banks are 
reluctant to give credit information directly and when done their 
reports are very brief and do not contain detailed information. 
It is, however, the general belief that credit data given by Ameri- 
can banks are by far more reliable and valuable than information 
furnished by foreign banks. The latter are also unwilling to give 
information direct to American business houses. The following 
answers from two large firms engaged in foreign trade express 
the general opinion of American business houses with regard to 
information given by banking institutions: 


We consider the most reliable information received is that secured from 
American overseas banks or foreign branches of American banks. 

We think the best information is obtained from banks in this country 
who have foreign branches or who are in a position to secure information 
from other banks. 


The credit information made available by American banking 
institutions, trade organizations, and individual houses increased 
considerably in the last few years, but many problems still remain. 
In their replies exporters, manufacturers, and trade organizations 
indicate many difficulties which they encounter. The secretary of 
an important association fostering foreign trade writes: 


I consider the lack of credit information one of the greatest drawbacks 
to foreign trade. Individual banks are interested in special countries. Credit 
bureaus have not the money to properly develop the business. 


Other deficiencies especially pointed out by many merchants can 
be seen from the following answers: 


The major lack is failure on the part of many exporters to cooperate with 
organizations established. for the gathering and dissemination of credit 
experience. If all manufacturers and exporters were combined in the 
organization already established for that purpose, the individual position 
would be strengthened and the danger of incurring unsafe risks would be 
minimized or eliminated entirely. 

Not enough information is available with regard to payment of drafts. 

Information given on foreign buyers is in most cases too old to be of 
any value. 
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Lack of detailed and reliable information is the main defect of the 
present status of credit information. 

Lack of information as to how much credit has already been given to 
foreign customers by other exporters in this country. 

Duplication of information furnished by various sources based on corre- 
spondents having the same foreign bank sources of information. 


Many exporters report that a great mass of valuable credit 
information is accumulated in the files of American houses, but 
this data is in most cases scattered and very difficult and expensive 
to obtain. To remedy this situation many suggestions have been 
made. Some of them have already been incorporated in the serv- 
ices offered by banks and trade organizations. Others, such as the 
suggestion made by one firm that a central credit interchange 
bureau be created, deserve close attention. In any event, however, 
cooperation among all interested in the extension of foreign cred- 
its is necessary. This would enable the credit standing of for- 
eigners to be analyzed in a more satisfactory manner, and prevent 
many losses now incurred by bankers and merchants. 


Trade Organizations. Several institutions have developed 


departments to obtain foreign credit information either through 
interchange of ledger experience by American exporters or 
through reports from their own representatives or correspondents 
abroad. 

1. Foreign Credit Interchange Bureau of the National Asso- 
ciation of Credit Men.—This institution is a mutual cooperative 
organization consisting of manufacturers, merchants, and export 
commission houses, and aims to serve as a clearing house for the 
ledger experience of its members. It is a comparatively new 
organization established in 1919, at a time when American busi- 
ness men interested in foreign trade felt most keenly the lack of 
accurate foreign credit information. Its operating mechanism and 
functions are described by the bureau as follows: 


As each member is accepted by the bureau a number known only to the 
member and the manager of the bureau is assigned. Forms for supplying 
the bureau with a list of the member’s customers in foreign countries and 
export commission houses in this country are provided. Nothing appears on 
this list of customers except the number assigned to the member. 

When the list is received by the manager, he consults the card index files 
of the bureau to ascertain if the name is already listed. If it is listed, the 
number assigned the member is then placed upon the card bearing the name 
and address of his customer. When a name not listed appears on the list, 
a new card is made out, and the member’s number is placed on the new card. 


— 
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This method serves a dual purpose, viz., it enables the bureau to know 
where to secure information and in case of receipt of interesting information 
regarding an account makes possible a guarded dissemination to only those 
interested. 

When an inquiry is received, it is immediately looked up in the files. If 
a recent report is on hand, a copy is sent to the inquiring subscriber by 
return mail. If nothing is available from the files, an inquiry is sent to each 
subscriber that has had experience with the particular firm under investiga- 

tion. 


The information gathered by the bureau from its members may 
be divided into three main groups: (1) Terms of sale, (2) amount 
outstanding, and (3) manner of payment. Whenever a member 
makes an inquiry concerning a foreign buyer, the preceding form 
is sent by the bureau to all members whose number appears on the 
index card of the firm in question, and which indicates that they 
have business relations with it. 

As soon as the answers are returned they are classified and listed 
on a standard sheet. A complete report is then sent to the original 
inquirer and to all those members who have contributed to the 
report. One copy is kept on file in the offices of the bureau. The 
final report appears on page following. 

The advantages of the type of information collected and given 
by the credit interchange bureau are self-evident and require no 
further discussion. The service, however, is limited to those firms 
which already had business relations with American houses. The 
more the firms which participate, the wider becomes the basis of 
interchange and the more valuable the information. At a recent 
meeting between representatives of some large banks and officers 
of the bureau the banks decided to join the institution. This will 
enlarge the activities of the bureau and render its services more 
efficient. 

2. The National Association of Manufacturers—To facilitate 
international commerce this organization has opened a foreign- 
trade department, which, in addition to, other services offered, is 
able to gather information on the credit standing of foreign buyers. 
The association has about 3,000 correspondents abroad, mainly 
lawyers, merchants, and bankers, who for considerations ranging 
- from one dollar to five dollars give information on merchants in’ 
their districts. ach report is filed in the offices of the organiza- 
tion, which at present has accumulated data on more than 35,000 
foreign merchants. 
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The information is based upon answers of one or more corre- 
spondents. In most cases the association endeavors to receive 
data from diverse sources so as to be able to give more accurate 
information. To make the data standardized, forms in English, 
French, Spanish, and German are sent to the foreign correspond- 
ents. A form forwarded to foreign buyers reads as follows: 


THE NATIONAL ASSOCIATION OF MANUFACTURERS, 
NEW YORK, U. S, A. 


Special correspondents in all countries and every town of commercial 
importance. 


Business houses receiving this form are respectfully requested to return 
it with replies to the questions they care to answer. They are assured that 
all particulars given will be discreetly used. The information is asked 
simply for the purpose of promoting international commercial intercourse. 

The National Association of Manufacturers is always glad to afford 
information with respect to American products and to place inquirers in 
direct communication with the makers of any class of goods, but can not 
undertake to do this without knowing something about its correspondents. 

Those who have already filled out and returned forms of this kind are 
‘requested to note any changes which may since have taken place and add 
any other information they would like to have filed. 
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This form, it will be observed, is somewhat similar to that 
employed by certain exporters, and reproduced above. 

In addition, the offices of the association are equipped with a 
great number of trade reports and trade directories for practically 
every country in the world. 

3. The Philadelphia Commercial Museum.—lIt is one of the 
oldest organizations in the country which furnishes foreign credit 
information. The credit data are obtained from correspondents 
abroad, from banks and other sources. As soon as information is 
received, it is compiled on a standard sheet and mailed to the. 
original inquirer. 

4. Other Trade Organizations—Among other organizations 
endeavoring to furnish their members with foreign credit informa- 
tion, the best known are the American Manufacturers’ Export 
Association, and the American Exporters and Importers’ Associa- 
tion. The information of the latter is more in the nature of 
credit clearing or credit interchange, and is said to be very effec- 
tive and valuable to its members. The former association has 
done little to develop any. sources of its own and depends largely 
upon credit data given by New York and out-of-town banks. The 
information thus received is more limited in scope. 

Mercantile Agencies. To meet the growing need for credit 
information desired by American business institutions, several 
mercantile agencies have been established. Some of them devote 
their activities entirely to the collection of credit information on 
foreigners, while others report on domestic as well as foreign 
names. To the latter group belong the two widely known com- 
mercial agencies, R. G. Dun & Co. and Bradstreet’s. 

The R. G. Dun Co. operates a large number of branch offices 
‘and reporting agencies all over the world. It has agencies and 
branches in England, France, Belgium, Holland, Switzerland, 
Spain, and in practically all important places in Canada, Australia, 
Central and South America. In addition to their branches and 
agencies, the company maintains several thousand individual cor- 
respondents who report either. directly to.the foreign department 
of the home office in New York, or to the head office in their 
respective districts. The New York office states that it has infor- 
mation on several hundred thousand foreign names. 
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The organization of Bradstreet’s is somewhat similar in nature. 
The information on foreigners is gathered through the medium of 
eighty-four offices outside the United States and which are oper- 
ated either by The Bradstreet Co., Bradstreet’s British (Ltd.), 
Bradstreet’s International (Ltd.), Bradstreet’s Belge, S. A., or 
in conjunction with allied organizations. In some instances the 
agency has reached a working arrangement with other agencies 
abroad. 

Among special agencies may be mentioned the National Credit 
Office. It was originally established to report credit, information 
to the textile trade. Since 1919, however, it reports also on the 
foreign customers of its subscribers. 


B.—DRAFTS PAYABLE ABROAD IN DOLLARS * 


The Hague Regulation is the result of an attempt of 
the nations to work out uniform legislation covering the 
payment of foreign bills. Payment may be stipulated in 
the actual currency of the country in which drawn or in 
the foreign currency at the rate of exchange current when 
payment is made, or at a rate fixed by an endorser. The 
Hague Regulation specifies that payments may be so 
made unless a specific currency has been demanded in the 
bill. Thus a dollar draft may be made payable in dollars 
anywhere in the world or in another currency at the rate 
specified.—[ Ed. Note. ] 


Can an American exporter draw a draft payable in dollars on 
‘a purchaser in France and other European countries? This in- 
quiry was made of the Division of Commercial Laws by Mr. R. C. 
Fulbright, of Texas, in behali of a large group of cotton ex- 
porters. Through the advices of the foreign offices of the 
Bureau of Foreign and Domestic Commerce, and recourse to 
foreign commercial codes, the answer was learned. Drafts may 
be drawn payable in dollars on any’ commercial country in the 
world, and in some countries payment in actual dollars may be 
obtained if there is an express stipulation to that effect. Other- 
wise, the draft will be’ paid in local currency at the rate of ex- 
change prevailing at the place of payment on the date of maturity. 
The same rule applies to promissory notes. 


* Article by Mitchell B. Carroll, Division of Commercial Laws, U. S. 
Bureau of Commerce. 
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Such is the essence of the general rule, which was uniform in 
the beginning, but has acquired many variations in the legislation 
of different countries. Bills of exchange had their common 
origin in Florence in the twelfth and Venice in the thirteenth 
centuries, where they were regarded as instruments by which a 
trade debt could be transferred from the residence of the debtor 
to the place of payment without the necessity of having it trans- 
mit actual cash. With the subsequent addition, at the beginning 
of the seventeenth century, of the clause “or order” after the 
payee’s name, the bill of exchange became an instrument of credit, 
serving as a circulating medium by which a series of debts might 
be paid during the period of its life. It passed from hand to 
hand as the equivalent of the amount of lire, francs, marks, 
pounds, or any other kind of currency, for which it was drawn. 

This branch of the customary law of merchants throughout 
Europe was codified for the first time in France during the reign 
of Louis XIV in the famous “Ordonnance of 1673.” With some 
amplification, these regulations were later incorporated in the 
French Commercial Code of 1807, which Napoleon enforced in 
France, and in the surrounding countries that he conquered. But 
this code extended its conquest throughout all Europe and to Latin 
' America because of its essential merits and served as the model 
of the legislation of many countries outside the Anglo-American 
group. In the Anglo-American group, the law merchant of bills 
and notes, though uniform when introduced into England at the 
beginning of the seventeenth century, was developing along dis- 
tinct lines under the influence of the common law. 

The French Rule. The earliest prevailing rule, therefore, is 
found in Article 143 of the French Commercial Code. It states 
laconically, “A bill of exchange must be paid in the money that 
it indicates.” Whether drawn in francs, piastres, or pounds, it 
‘must be paid in that money. 

A slight variation to the French rule is found in the Spanish 
Commercial Code of 1829, which was modeled very closely after 
the French Code. Article 494 requires that bills be paid in the 
actual money designated, but adds that “if they are drawn pay- 
able in conventional money, they shall be reduced into the actual 
money of the country where they are payable, computed according 
to the usage and custom of the-place.” 

Although not written in the code, it was considered that this 
rule did not preclude the payment of a bill drawn in French 
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napoleons or other foreign currency from being paid in local cur- 
rency at the rate of exchange prevailing at the place of payment. 
This article only determines the money in which the debt is to be 
evaluated. The conventional currency referred to was the equiva- 
lent of what is known today as money of account. For example, 
while in China most debts are calculated in taels they are paid in 
the usual local currency. 

The German Rule. As commerce increased it was impossible 
for bankers and merchants to keep enough foreign money on hand 
to meet foreign bills. As a result it became customary for the 
debtor to pay the bill in local currency at the rate of exchange, 
unless the foreign money was expressly demanded. This custom 
found expression in the German Wechselordnung which was 
adopted by the Zollverein in 1849. Article 37 states: “If a bill 
is drawn in a kind of money not current at the place of payment, 
or in a conventional currency, the amount of the bill may be paid 
at maturity in local currency of equal value, provided that the 
drawer has not by use of the world ‘effectiv,’ or a similar ex- 
presssion, explicitly ee payment in the currency designated 
in the bill.” 

The significance of the word “effectiv’ is very important. 
When that word or its equivalent is inserted in the text of the bill 
or note, the acceptor or maker is obliged to pay in the indicated 
money even though it is not current in the place of payment. The 
theory is that with the acceptance or emission of the instrument, 
the acceptor or maker has constituted himself depository of that 
kind of money, or has obligated himself to obtain that kind of 
money before maturity, and not to offer the equivalent in local 
money. If local money were offered, the holder would have the 
right to refuse payment and make protest. (Calamandrei. La 
Cambiale.) 

The German Wechselordnung was soon adopted in Austria- 
Hungary and all Germanic states, and began to supersede the 
French Code in influencing the law of other countries. The 
reason for its influence was its uptodateness, being the embodi- 
ment of the scientific reform of the law of bills and notes insti- 
tuted by Einert and Mittermayer which resulted in the conversion 
of the bill of exchange into a simple instrument of obligation, 
clothed in a strict form to distinguish it from other obligations. 

The Franco-German Rule. An interesting attempt to reconcile 
the old French with the new German rule is found in the Belgian 
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Code. Ever since the time of Napoleon, Belgium had been loyally 
adhering to Article 143 of the French Code. To it she added the 
German rule with the following paradoxical result, in Article 33 
of the Law of May 20, 1872: 

A bill of exchange must be paid in the money that it indicates. if the 
bill is drawn in a foreign money, the payment may be made in the national 
currency at the rate of exchange quoted on the date of maturity, or at the 
rate stipulated in the bill, unless the drawer has formally prescribed payment 
in the indicated foreign money. 


It is to be observed that this rule is a little more advanced than 
the German, allowing payment to be made, not simply in “local 
currency of equal value,” but in national currency even at a rate 
which may be stipulated in the bill. 

This self-contradictory rule, resulting from the rating of the 
French and German provisions, that a bill must be paid in the 
indicated currency but may be paid in local currency unless the 
indicated currency is expressly required, has been followed in a 
number of countries. Norway, Sweden, and Denmark followed 
it in Article 35, their Uniform Law of 1880, which states the 
French-German rule and adds that if there is no rate of exchange 
quoted at the place of payment, the debtor may use the rate “at 
the nearest home place of exchange, at which bills issued in for- 
eign currency and payable at sight are bought at the time when 
the bill in question is paid.” The provision as to the rate for 
sight drafts is an innovation. 

The German system soon won more converts from the French 
code. Italy had followed the French law until the promulgation 
of its new code in 1883, when it adopted the French-German rule 
substantially as it had been expressed in the Scandinavian code. 
In its cycle of development the law of bills and notes had re- 
turned to its place of origin. The Italian Code states, in Article ~ 
293, that the bill must be paid in the indicated money, but adds 

the proviso that if such money is not current in the place of pay- 
_ ment, then, according to Article 39, if the rate of exchange is not 
expressed in the bill the payment will be made in local money at 
the sight rate of exchange on the date of maturity in the place 
where payment is to be made, and in the absence of exchange 
there, in the nearest place where a rate is quoted. However, if 
the word “effectivo,” or its equivalent is inserted after the indica- 
tion of the amount to be paid, the acceptor must pay in that par- 
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ticular money, even though it is not currency at the place where 
he resides. 

The Italian rule marks almost the greatest development of the 
rule prior to the drafting of The Hague Regulation. In Finnish 
law there is but one additional point: if no rate of exchange for 
sight drafts is quoted, the foreign bill containing no express 
stipulation for payment in the indicated currency, may be ex- 
changed at the rate for time drafts, the payment including interest 
at 5 per cent per annum. : 

The Italian version of the Franco-German rule is followed by 
Rumania in Article 315, its Code of 1887, and Portugal in Article 
315 of its Code of 1888. While there is no provision in regard to 
this point in the Japanese Commercial Code of 1899, dollar drafts 
are nevertheless valid there, and may be paid in dollars if such 
money is available. The Swiss Federal Code of Obligations, 1911, 
’ contains the original German rule in Article 756. Another fol- 
lower of the German system is Bulgaria. 

Holland refines the paradox of the Franco-German rule by 
leaving out the “effectiv” provision. Article 156 of her Com- 
mercial Code reads: 


A hill of exchange must be paid in the currency indicated therein. Should, 
however, no legal value be assigned to that currency and its rate of exchange 
not be determined by the bill, the payment must be made in Netherlands 
- currency at the rate of exchange of the place on the day of payment, or if 
no such rate of exchange exists there, according to that of the commercial 
place nearest to that where the bill is payable. 


While most of the other European countries were flocking to 
the new German or the still more advanced Franco-German sys- 
tem in the last two decades of the nineteenth century, Spain re- 
turned to her old rule in the New Commercial Code of 1885, but 
gave official recognition of the custom of paying in local money 
when the indicated currency was not available. Article 489 reads: 


Bills of exchange must be paid in the. money indicated therein, and if the 
indicated money is.not current, then in its equivalent, according to the usage 
and custom of the place of payment. 


In 1886, this code was introduced in the Spanish possessions of 
Porto Rico and Cuba, and in 1888 the Philippines. The last 
mentioned country has since adopted the Uniform Negotiable 
Instruments Law of the United States. 
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The British Rule. Such is the development and expansion of 
the continental law merchant of bills and notes, with regard to 
instruments payable in a foreign currency. Beawes in his Lex 
Mercantoria, written about 1720, reports that the English law was 
uniform with the French at that time. (Chalmers, Bills of Ex- 
change, p. lvii.) While in other respects the English law of 
negotiable instruments developed along lines quite distinct from 
the law on the other side of the Channel, in the matter of foreign 
bills it kept in the continental movement. Under the heading of 
“Conflict of Laws,” Article 72 of the English Bills of Exchange 
Act of 1882 provides that “where a bill is drawn out of but 
payable in the United Kingdom, the amount shall, in the absence 
of some express stipulation, be calculated according to the rate of 
exchange for sight drafts at the place of payment on the day the 
bill of exchange is payable.” This provision is found in the law 
of almost all the parts of the British Empire, including the Fiji 
Islands and Hongkong. 

The United States Rule. While the British Bills of Exchange 
Act served as a guide in the drafting of our Uniform Negotiable 
Instruments Law, which was drafted in 1896 and has been 
adopted in almost all the states, the authors of our law made no 
provision for alien bills drawn in foreign currency and payable 
in this country. They found a loophole for valid admission how- 
ever, in Section 2: “The sum payable is a sum certain within the 
meaning of this Act, although it is to be paid...” Section 4: 
“With exchange, whether at a fixed rate or at the current rate”; 
and in Section 6 (5) “The validity and negotiable character of 
an instrument are not affected by the fact that . . . it designates 
a particular kind of current money in which payment is to be 
made.” 

This provision was followed by the Supreme Court of New 
York in the case of Hebblethwait v. Flint (185 App. Div. 249, 
173 N. Y. Supp. 81), which held that a note made in Brazil, 
payable in Brazilian currency and containing an exchange rate 
into British sterling was a negotiable instrument. - 

In the decision of King v. Hamilton, 12 Fed. 478. 8 Lawy 167, 
the court held that a note for £5,000 sterling was a “sum certain” 
in money, as required by Section 1 of the Uniform Negotiable. 
Instruments Act, declaring that “where a note is made payable in 
a particular denomination of foreign money, as pounds sterling, 
it is payable in money the same as if it was payable in a denomi- 
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nation of domestic money.” This decision represents the weight 
of authority in this country. 

In his work on Promissory Notes, p. 25, 17, Judge Story says: 
“But, provided the note be for the payment of money only, it is 
wholly immaterial in the currency or money of what country it 
may be payable. It may be payable in the money or currency of 
England, or France, or Spain, or Holland, or Italy, or of any 
other country. It may be payable in coins, such as pounds ster- 
ling, livres, tomnosis, francs, florins, etc., for in all these and 
like cases the sum of money to be paid is fixed by the par of 
exchange, or the known denomination of the currency with ref- 
erence to the par.” The same rule is distinctly laid down in 
1 Daniel on Negotiable Instruments, par. 58, and in Tiedeman 
on Commercial Paper, p. 25. 29b. 

With regard to payment of the bill in the foreign money indi- 
cated, that cannot be required under the Negotiable Instruments 
Law. While banks in this country will pay drafts drawn on them 
in the indicated foreign currency if there is any available, the 
general rule is for the instrument to be paid in dollars at the 
current rate of exchange. 

South American Law.. The law of bills and notes in South 
America presents the aspect of Joseph’s coat of many colors, as 
all the existing systems are found there. Article 143 of the 
- French Code is found in the Dominican Republic. The Haitian 
Code of 1826, in Article 140, first states the French principle but 
allows the alternative of payment in Haitian money if the foreign 
currency is not available. Bolivia, in Article 349, adheres to the 
old Spanish rule of 1829. Costa Rica, in Article 112 of her Ley 
de Cambio, allows the alternative of payment in the designated 
money or in local money at the rate of exchange on the date of 
payment. Brazil, in 1908, apes the Franco-German rule 
(Article 25). 

The Spanish rule of 1885, sae is applicable in Cuba and 
Porto Rico as stated above, is found reproduced in Article 474 of 
the Commercial Code of Honduras, Article 479 of the Peruvian 
Code, and in Article 428 of the Code of Salvador. It is expressed 
in slightly different language in Article 685 of the Argentine Code, 
which has also been adopted in Paraguay (both of which were 
based upon the Code of Uruguay), and in Article 712 of the 
Mexican Federal Code. 
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Panama and Colombia have adopted the Negotiable Instru- 
ments Law of this country, with modifications. 

Guatemala and Nicaragua, both of which formerly followed the 
French system, and Venezuela, which followed the German, have 
adopted the provision found in The Hague Regulation. bie 

The Hague Regulation. The obvious need of uniformity in 
legislation governing this form of international currency was felt 
so strongly at the beginning of the twentieth century, that confer- 
ences were held at The Hague in 1910 and 1912 in order to draft 
a world uniform code for negotiable instruments. The Uniform 
Regulation was the outcome. The Convention governing its adop- 
tion, which contained the stipulation that the signatories should 
introduce the Regulation into their respective territories, was 
signed by most of the important commercial countries other than 
_ the Anglo-American group. The representatives of Great Britain 
and the United States, who assisted at both conferences, ex- 
pressed the interest of their countries but declared their inability 
to enter into an international agreement in this subject. In this 
country many of the states had already adopted the Uniform 
Negotiable Instruments Law and would not welcome another 
project which contained some institutions foreign to our law. 

The war interrupted the plans of many countries to adopt The 
Hague Regulation. In 1916, however, two of the signatories, 
Guatemala and Nicaragua, made it a part of their commercial law. _ 
Venezuela, though not a signatory has done the same. Another 
country, Poland, which was unable to attend the conference, 
adopted the Regulation together with some additions on Novem- 
ber 14, 1924, to replace the French, Austrian, German, and Rus- 
sian laws which were formerly in force in the various parts of the 
country. 

The rule in The Hague Regulation regarding bills and notes 
payable in a foreign currency goes a little bit farther than the 
Italian version of the Franco-German rule in some respects, but 
leaves out some of the minor details. The most important inno- 
vation is allowing the drawer to stipulate that the bill be paid 
according to a rate of exchange fixed by an indorser. 

Article 40 of The Hague Uniform Regulation states: 


When a bill of exchange is drawn payable in a currency which is not 
current in the place of payment, the sum payable may be paid according to 
its value, on the day when payment can be demanded, in the currency of 
the country, unless the drawer has stipulated that payment shall be made 
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in the specified currency (stipulation for actual payment in foreign cur- 
rency). The usages of the place of payment determine the value of foreign 
currency. Neverthelesss, the drawer may stipulate that the sum payable 
shall be calculated according to the rate expressed in the bill, or to be 
determined by an indorser; in this case the sum payable must be paid in 
the currency of the country. 

If the amount of the bill of exchange is specified in a currency having 
the same denomination, but a different value in the place of issue and the 
place of payment, reference is deemed to be made to the currency of the 
place of payment. 


The Mexican delegation at the conference requested that the 
contracting states be permitted to provide that notwithstanding 
a stipulation requiring actual payment in foreign money, payment 
might always be made in the national currency. This request was 
denied because such a stipulation was considered to afford “the 
only means of doing business with some security in countries 
where national currency, as a result of unforeseen circumstances, 
may be subjected to sharp fluctuations in value.’ * Therefore, 
if The Hague Regulation is eventually adopted by its signatories, 
a dollar draft will be payable in actual dollars almost everywhere 
in the world. 

Special Provisions. Some countries have special requirements 
as to the validity of drafts other than the rules which have been 
described. In the United Kingdom, for example, a foreign bill 
must be stamped with the proper adhesive stamp and the stamp 
must be cancelled by the first holder of the instrument in the 
United Kingdom before he negotiates the instrument in any man- 
ner. This provision does not apply if the first holder merely 
presents the bill for acceptance, but a stamp is required previous 
to presentation for payment. 

In Germany, the holder of a draft drawn from abroad’ is 
entitled to receive the foreign money indicated upon payment of 
the customary banker’s charge of 0.5 per cent plus the Govern- 
_ ment tax of | per cent. fe 

The French emergency law requiring ‘all commercial debts to be 
paid in French money does not interfere with the application of 
Article 143 of the Commercial Code, inasmuch as the debtor 
simply buys with francs the necessary amount of foreign money 
to pay the instrument. 

In Czechoslovakia, while drafts payable in foreign currency are 


* (Proceedings, 1912, 313; Acts, 1912 L., 174. Lorenzen, The Conflict of 
Laws Relating to Bills and Notes, p. 21, n. 17.) 
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perfectly valid, they are not accepted by the State Banking Office, 
functioning as the central banking institution of the country, for 
rediscount. 

In no case is the insertion of the clause “payable at the current 
bankers’ rate for sight drafts on New York” reported as affecting 
the validity of the draft. 

In this respect, the Brussels Office of the Bureau of Foreign 
and Domestic Commerce reports that because of fluctuating ex- 


change, it has been the practice of American creditors to draw 


their drafts on Belgian debtors in dollars, marking across the face, 
“Payable at the current banker’s rate for sight drafts on New 
York.” In this way the drawee has been able to pay in Belgian 
francs at the rate of the day. If, however, it is desired that the 
draft be met by a check in dollars on New York, the drawer 
should insert “payable with a bank draft on New York.” As this 
statement merely specifies the payment in a foreign currency, 
which is permitted by the law, it does not affect in any way the 
legal qualities of the paper. 


In Spain the sight draft rate on New York clause, or some | 


similar one, is often placed on drafts by means of a rubber stamp. 
On the other hand, the clause “payable by approved bankers 
draft on New York” has met with objections because of the diffi- 
culty of deciding which banks are “approved.” 


QUESTIONS AND EXERCISES 


. How do American business houses secure foreign credit information ? 
. Criticize our present foreign information service. 

. State the British, French and German rules for drafts payable abroad. 
. What is The Hague rule? 


. How can the payment of foreign drafts be improved for the convenience 
of bankers and business men? 


ne wD 


6. Explain how the international value of a currency may fall below its 
domestic value. 


7. How do price levels determine the ratio of exchange between two 
countries ? 

8. How does the movement of trade between two countries tend to help 
exchange rates within fixed, narrow limits? 


9. Enumerate all the factors which may cause fluctuations in the rate of 
exchange. 


so tris 


CHAPTER XXIII 
UNITED STATES LOANS TO FOREIGN COUNTRIES 


Dests owed by one government to another may be paid 
in two ways. They may be paid either in the form of a 
lump sum or in a series of annual payments. The present 
debts of European nations could not well be paid in the 
first way. Even if they could be so paid, such method of 
settlement would not be desirable from the point of view 
of the creditor nations themselves. In fixing the time of 
settlement these debts must be paid in the second way. 
The economic capacity of the people and the ability of the 
government to secure revenues and make payments must 
be taken into consideration. The factors which deter- 
mine the ability of debtor nations to pay are (1) the sav- 
ings of capital and the proportion of these which can be 
safely used for paying debts; (2) the volume of the in- 
visible items of trade (the war changed these consider- 
ably) ; (3) new territories and new supplies of natural 
resources which some of the nations obtained. 

In addition, the ability of the government to collect 
sufficient revenue is a matter which must be considered. 
The traits of the people, their per-capita income, their 
aversion to paying taxes, and the extent of internal 
borrowings on the part of the government are pertinent 
to the problem.—[Ed. Note. ] 


A.—AMERICA’S INTEREST IN THE INTERGOVERN- 
MENTAL DEBT PROBLEM * 


The controversy with regard to America’s interest in the inter- 
governmental debt question has reachéd a very important stage. 
The existence of intergovernmental debts in the present form 
aggregating the equivalent of 60 billion dollars is now widely 
recognized as a serious impediment to the recovery of Europe 
and to the complete readjustment of world trade. 

Some of the ablest minds in neutral countries, as well as those 


* By Henry A. E. Chandler, Ph. D., Economist, in the Commerce Monthly, 
National Bank of Commerce, N. Y., January, 1923. 
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in allied countries, believe that the intergovernmental debts in 
large part can not be paid in full without bringing losses that in 
their final effects would far outweigh any gains from debt collec- 
tions. They also believe that the practical aspects of the inter- 
governmental debts of all the former belligerents are so inter- 
woven with one another and with many other important European 
problems that no final solution is possible until the entire inter- 
governmental debt question is taken up as a whole. The coopera- 
tion of the United States, therefore, is believed to be a prime 
necessity. 

In this country, on the other hand, there has developed a marked 
difference of opinion. Many of those who have given most careful 
study and thought to the European situation hold a view close to 
that of the leading economists and financiers of Europe. Others 
in this country maintain that the European nations among them- 
selves can accomplish the readjustments necessary to recovery and © 
take the very positive stand that the European debts to America 
can and should be paid. 

Much of the controversy leading to great confusion in the 
public mind has turned upon the moral aspects; but, unfortunately, 
the answer to these questions involves so many complicated and 
indefinable factors that it appears well-nigh hopeless to reach a 
substantial agreement upon them in a very long time—if ever. 

As a matter of fact, however, important elements that lie at the 
root of some of the moral aspects as well as other controlling con- 
siderations are in large part economic. It is upon the economic 
aspects and the dependent political aspects, therefore, that we must 
center more of our attention 1f we are soon to adopt a policy con- 
sistent with the conditions of practical necessity now existing in 
Europe. 

Broadly speaking, two chief economic considerations are under 
question: first, can these debts be paid; second, if payment is 
possible, can it be effected without imposing such heavy burdens 
upon the debtors as to perpetuate chaotic conditions which are 
causing great economic losses, and without directly or indirectly 
causing costly disturbances in the domestic and foreign trade of 
the creditor nations.* Let us consider some of the chief factors 
involved in these questions. 


*In using the terms debtor nations and creditor nations in this article we 


refer to the relation of the governments of those nations to other govern- 
ments. 
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The total of the intergovernmental debts to the United States is 
about 11% billion dollars. It is owed by twenty nations. Of this 
amount, however, more than ten billions or approximately 90 per 
cent is owed by three nations, Great Britain, France and Italy. 

Theoretically, intergovernmental debts can be paid in either of 
two ways: in a lump sum out of capital, or in a series of annual 
payments extending over a long period.of years. 

Frequently with regard to some of the intergovernmental debts’ 
in Europe, it has been suggested that payment be made out of 
existing capital by the transfer to the creditor governments of 
foreign securities, gold and title to fixed capital within the debtor 
countries. Somewhat similar suggestions have sometimes been 
made with regard to the debts of the European governments to 
the United States. The carrying out of these proposals would in- 
volve such drastic acts (i.¢., the parting with the monetary gold 
reserves or the imposition of capital levies of such large amounts) 
as to impose upon the debtor nations burdens that they are unable 
to bear. 

The only practicable plan of payment, therefore, is that of a 
series of annual payments from income extending over a long 
period, perhaps twenty-five to fifty years. Such a plan forms the 
only basis for reasonable discussion. 

Two Questions Involved. The first relevant question that 
naturally arises is what are the measures of a government’s ability 
to make large annual payments over a long series of years. The 
answer to this question is twofold: such ability depends not only 
upon the economic capacity of the nation as a whole, but also upon 
the financial capacity of the government. Unless the nation has 
economic capacity in excess of necessary current consumption, 
obviously it can not make payments of foreign debts over a long 
series of years; and on the other hand, even though a nation 
have a surplus economic capacity it is‘of no avail if the govern- 
ment, which. in the last analysis must make the transfer of pay- 
ments, has not the capacity to collect from the people in one way 
or another a surplus above necessary internal expenditures. We 
must, therefore, consider both the economic capacity of the nation 
and the financial capacity of the government. 

Economic capacity to pay foreign debts requires two distinct 
accomplishments. The nation must save capital and it must 
find means of exporting the annual savings. The maximum eco- 


864 MONEY, CREDIT AND BANKING PRINCIPLES 


nomic capacity (unless the nation is to eat into its capital and 
thus reduce capacity to pay in succeeding years) cannot, of course, 
exceed the amount of its annual capital savings. 

But, as a practical matter, could the whole of the annual capital 
savings be utilized for such payments? Were this possible, and 
could post-war capital savings be accumulated up to the amounts 
of pre-war years (even if not to greater amounts) it would not 
‘be difficult to show that several of our important debtors possessed 
ample saving capacity to meet the full payment in twenty-five years 
or even less. For example, let us take the case of France. 

According to the best authorities the pre-war national income 
was roughly 37,500,000,000 gold francs. If we assume that the 
ratio of capital savings to national income was 10 per cent, the 
amount of the pre-war capital savings of France was 3,750,000,000 | 
gold francs. The annuity necessary to amortize the external 
debt of France in twenty-five years at 444 per cent is 2,337,000,000 
gold francs, or ignoring the change in the value of gold, 62 per 
cent of the amount of the pre-war capital savings. Similar compu- 
tations for other important debtors suggest pre-war capital savings, 
that would exceed by a substantial margin the amounts of the 
annuities required to amortize the present external debts. 

Such simple computations, however, may lead to great error, 
because they overlook many of the factors entering into the 
amount of savings that can be made available for foreign payment, 
as well as many extraordinary factors that may affect the ability 
of some of these countries to save capital in the future. Without 
attempting to measure the aggregate importance of all of these 
factors some of the more important should be pointed out. 

Theoretically, the total capital savings could be utilized for for- 
eign debt payments over a long series of years only in a country 
that had reached an absolutely static stage of development or whose 
people could, in the future, be held down to a dead level. Such 
complete absorption of capital savings by foreign debt service 
also would require the size of the population remain stationary 
—or at least that it do not increase—unless the standard of living 
were to be reduced. This is true because population growth re- 
quires a corresponding growth of capital or else the productive 
efficiency of the nation will be reduced. 

But also a nation that is advancing, whether its population is 
normally increasing or not, atilizes a larger per capita amount of 
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capital. Indeed, the progress of the world during the last one 
hundred years and the improvement in the economic well-being of 
the masses in large part have been rendered possible only by such 
extensions of the use ‘of capital. 

Any practicable program, therefore, must leave part of the 
annual capital savings for the use of the citizens of the country. 
There are also other factors of much importance, later mentioned 
in this article, that disclose the wide margin between the total 
annual capital savings and the amount that within reason can be 
made available for foreign debt payments. Accepting these facts, 
can we estimate, with a fair degree of accuracy, what the capital 
savings of the principal debtors are at present, what they are 
likely to be during the next few years, and what percentage will 
be available for debt payment? 

We have fair estimates for the pre-war capital savings of several 

debtor countries and it is possible by adopting a series of assump- 
tions to obtain a figure for the capital savings in 1922 and future 
years. Any such calculations must be based upon so many un- 
verifiable assumptions, however, that it is doubtful as to how far 
the figures may be relied upon for the purposes of the present 
problem. ee. 
’ In view of capital dislocations resulting from the war, the loss 
of many of the most productive brain workers, the insistent and 
perhaps irresistible demand of the workers in some countries for 
the privilege of consuming a larger share of the national income, 
and the economic disruption of a large part of Europe, it is 
problematical what the capital savings in some of the debtor coun- 
tries will be in the next few years. The savings may depend, in 
some measure, upon the degree to which the chief capital savings 
classes and enterprisers are harassed by too heavy taxation. They 
also may depend upon the amount of business and financial con- 
fusion that may indirectly result from the hazardous condition of 
the public finances. 

But even if it could be demonstrated that each of the chief 
debtor nations annually could accumulate capital savings equivalent 
to the amounts necessary to pay off their debts in twenty-five years, 
we know that we would not have met the complete test of economic 
capacity to pay. We know that, for purposes of continual eco- 
nomic payments, over a long series of years, a nation not only must 
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save but also must export a surplus in excess of its annual con- 
sumption and capital needs. 


Because the capital necessities of an advancing nation prevent » 


it from making economic payments on foreign account up to the 
full amount of the total capital savings, the question of the export- 


able surplus is the second necessary step in. the inquiry as to: 


whether these debts can be paid. 

In this connection it is important to point out that the term 
“exportable surplus” is by no means synonymous with the term 
“paying power” which has appeared in recent discussions of the 
debt question. The latter term has been made to include important 
items that constitute temporary payments made necessary by ex- 
traordinary conditions but that do not at all measure the real 
capacity of the European countries to make economic payments 
‘over a long period of years. Indeed, correctly interpreted, these 
items in some cases indicate not paying capacity but lack of pay- 
ing capacity. 

An exportable surplus in: the strictly economic sense, with 
reference to final debt payments, means the excess of combined 
commodities and services (including all capital and financial serv- 
ices) exported, over the combined commodities and services im- 
ported. It is in this sense only that we use the term. 


Before the war, each of the chief debtor nations had an annual . 


import surplus on merchandise account—4#.e., the so-called balance 
of trade was against these countries. Moreover in the case of Italy 
and France this balance against them was growing in the years 
immediately preceding the war. In order to balance their pay- 
ments, therefore, it was necessary that several countries export 


~——~.-..Services, or, in other words, that they make payments by the so- 


called invisible items, namely, shipping services, financial services, 
interest upon their foreign investments, etc. 

During the war “several of these countries lost part of their 
means of exporting services. This loss, taken together with the 
need of new sources from which to make foreign payments made 
necessary by the new debis, suggests the great need of improving 
their merchandise accounts.’ Each of these countries, however, still 
has an annual import surplu8, varying in importance in the several 
countries, against it on merchiandise account. 

To be sure, the question whether a country can build up a total 
exportable surplus sufficient tho make final payment of debts does 


\ 
\ 
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not necessarily turn upon its ability to overturn its trade balance. 
It is clearly conceivable, and, in the case of England, would appear 
entirely possible (in the absence of extraordinary labor difficulties 
at home or too serious external difficulties) annually to accumulate 
a sufficient exportable surplus in the face of an adverse balance of 
trade to meet these payments. 

While the debt problems in the several countries involve many 
varying factors, it is obvious that in all of them an exportable 
surplus must be accumulated in one of two ways. Either a com- 
bination of a favorable merchandise balance and a favorable balance 
on invisible account, equivalent to the amount of the annual debt 
payment, must be accumulated, or else a balance on account of © 
services that will compensate for the adverse merchandise balance 
and still leave a sufficient surplus to meet the annual debt pay- 
ments, must be built up. 

The task of reducing or overturning these trade balances to a 
sufficient amount to make the debt payments, perhaps involving 
long-sustained effort against normal economic trends, would be 
difficult even in the face of ordinary obstacles. Because of the 
prospect of prohibitive tariffs against their goods in other coun- 
tries (including that of the United States), in some cases of the 
increased cost of production from increased labor costs, and of in- 
creased cost of marketing incident to a cut-throat competition, the 
difficulties may be extraordinary. We should not, therefore, rely 
upon the hope of sufficiently improved merchandise balances with 
too much confidence. 

Invisible Items. In any case, the question of developing ade- 
quate exportable capacity must turn partly upon those groups of 
invisible items that represent production by the debtor countries. 


In this connection we must distinguish between invisible items that 


represent production on the part of debtor countries and invisible 
items that arise through borrowing. Either kind can be utilized to 
balance the payments in any one year. * For purposes of making 
economic final payments over a long series of years, however, we 
must rely principally on those items that represent. the actual pro- 
duction of services by the debtor countries. 

These items include principally the shipping services, services 
rendered tourists, financial services, such as insurance, the capital 
services—i.e., the interest upon investments of these countries in 
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other parts of the world, and, in the case of Italy, immigrants’ 
remittances. 

All of the chief countries now indebted to the United States 
sold services to important amounts before the war. With import 
surpluses annually accruing against them, part of these services 
was, of course, necessary, unless the population were to reduce 
their standard of living and to cease buying American and other 
foreign produce entering into the consumption of the population 
of these countries. 


All of the favorable balance on invisible account, however, was ~ 


not necessary to the maintenance of the population. Some of 
these countries, notably Great Britain and France, after com- 
pensating for the adverse balance of trade on merchandise account, 
had large surpluses which were invested in foreign countries. In- 
deed, these surpluses were so large in some cases that had the pre- 
war sources remained. intact the question of economic capacity 
could not seriously be raised. 

The war, however, brought great changes in the character and 
amount of some of the principal sources from which invisible sur- 
pluses were obtained. It brought also many new economic and 
political conditions that raise questions as to the future of some of 
these sources. Whether in view of these losses the net balance 
on invisible account in some of these countries would be sufficient 
to compensate for necessary import surpluses, and still permit 
the accumulation of an exportable surplus commensurate with the 
annual charges on their external debt, is a matter that cannot be 
determined until we know more about the final effects of the war 
and post-war changes. 

However, one other factor that has often been mentioned in 
connection with their future capacity to pay should be taken into 
account, namely, the new territories obtained through the treaties 
of peace. Some of these territories represent highly industrialized 
areas with proved productive capacity and some contain rich 
natural resources which, with proper organization, should in the 
future add materially to the national income. There are, however, 
some very difficult problems that first must be solved. The highly 
industrialized areas have dense populations that must be supported. 
How far the reorganization of these territories will bring increases 


in the country’s net annual savings available as exportable surpluses 
in the next few years is still uncertain. 
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So far as some of the comparatively undeveloped territories are 
concerned, there exists difference of opinion among some leading 
industrial and financial authorities in Europe as to whether these 
territories will produce much in excess of the cost of administer- 
ing and developing them in the next few years. Indeed, there is 

-doubt as to whether some of these new territories constitute an 
asset or a liability. 

In reviewing the foregoing factors that bear upon the economic 
capacity of the European countries to pay, it is evident that we 
face a very mixed situation. If we can accept the pre-war capacity 
as a rough measure of that to be expected in the near future, we 
must conclude that some of the principal debtors will possess 
economic capacity to pay their debts. But can we assume that the 
pre-war capacity will be restored in the near future? Some who 
emphasize the so-called dynamic theory as opposed to the static 
theory maintain that because of the factor of normal growth pre- 
sent as well as pre-war conditions greatly underestimate future 
capacity. 

It is true that under normal conditions countries -grow in pro- 
ductive capacity. Over a period of half.a century, the average rate 
of increase in the United States was about 314 per cent per annum 
while population increased less than 2 per cent per annum. Can 
we expect somewhat the same for Europe in the future? Any 
such conclusions must presuppose that some condition approaching 
normal is first established in Europe. 

In the light of the condition of eastern Europe (the present 
unrest, and the real possibility of perhaps years of unrest, result- 
ing in serious social disturbances and international difficulties), the 
dependence of part of the earning power of Western Europe, 
directly or indirectly, upon the Central European, Near Eastern 
and associated markets, the serious economic dislocations resulting 
from peace treaties, and the general confusion of the finances of 
Europe, it is impossible to know how rapidly European production 
will increase in the next few years. 

While the answer to the question of economic capacity, there- 
fore, must still be that, if pre-war conditions or those relatively 
equivalent return, the chief debtor countries ought to possess the 
requisite capacity, we must recognize that in the European situa- 
tion we face a combination of disturbing factors greater than any- 
thing hitherto known in modern industrial life, 
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Financial Capacity Indispensable. But suppose we could 
determine that in the near future all of the debtor countries would 
unquestionably possess the requisite economic capacity, would this 
determination dispose of the matter? Clearly it would not! These 
debts are governmental debts, and final payment can be effected 
only when the governments can develop a capacity to collect from 
their people in the form of final revenues a sufficient surplus over 
and above the amount of the necessary internal charges plus other 
necessary political expenditures. In other words, ability to pay 
governmental debts must carry with it adequate financial Pasa! ; 
- of the governments. 

It is difficult adequately to discuss the aueunen of financial 
capacity because it is not simply an economic question ; it is largely 
a political and social question in which ineradicable national traits 
play an important part. The bearing of this fact upon the present 
problem is extremely important and it explains why a considera- 
tion of the purely economic factors, especially in statistical terms 
alone, is insufficient. For example, it is, of course, necessary to 
consider the capital savings and the exportable surplus of a country 
in estimating its ability to pay. If, however, we attempt to deter- 
mine simply by reference to these economic measures of a country’s 
capacity whether the government has fiscal capacity to pay, we may 
reach quite erroneous conclusions. 

How difficult it may be for a government to develop a financial 
capacity to pay foreign debts in amounts at all approaching the 
economic capacity of the country is disclosed by an examination 
of the percentage of capital savings that some governments have 
collected in the past. Even under the strain of the costs of war 
the total governmental revenues from taxation have often fallen 
far below the total annual savings. This was true in the United 
States during the period of highest war enthusiasm. This state- 
ment, however, pertains to the total tax revenue for the entire 
governmental expenditures. It must be infinitely more difficult for 
a government, after providing for its necessary internal expendi- 
ture to raise additional sums for external expenditure that would 
absorb an important part of the capital savings. 

We cannot, to be sure, determine the practical limits to tax- 
collecting capacity in one country by reference to another. The 
much smaller per capita income of most of our debtor countries 
as compared to that of the United States, together with the innate 
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aversion of the people of some of these countries to the payment 
of direct taxes, as well as the opposition of influential radical 
groups to indirect taxes, renders the question of the governments’ 
ability to develop greatly increased tax-collecting capacity a matter 
of some doubt. 

It is, of course, true that governments do not rely upon taxation 
alone. They often obtain large amounts of revenue by increasing 
their internal debts. Some of the debtor countries, however, have 
exhausted a large part of their reserve financial capacity by their 
huge internal borrowings. 

In this connection much interest has recently attached to an 
important statement (of at least semi-official character) in this 
country to the effect that all of the chief debtor governments can 
pay their debts to the United States without assuming too great 
burdens. As partial substantiation of this assertion, the statement 
has been made that the necessary annual payments on allied debts 
to the United States would vary in their burden from 2 to 12 per 
cent of the governmental income. These percentages apparently 
suggest that the burden of these debts is much lighter than has been 
generally supposed. However, does the ratio of a country’s debt, 
to one country only, form a reasonable test of the burden that 
must be assumed to effect the payment of it? Must we not con- 
sider the debt in the light of all of the other burdens which must 
also be carried if the government is not to go into bankruptcy? 

The Case of France. As an illustration let us consider the 
case of our chief continental debtor—France. The ratio of the 
necessary annual payments upon the United States’ part of the 
French foreign debt to the current governmental income of France 
is about 13 per cent. But can France assume payment on the 
American debt and totally ignore her heavy indebtedness to Great 
Britain when such indebtedness rests upon as strong moral grounds 
as that to the United States? Surely we cannot seriously make 
such an assumption. It is true that the late press reports suggest 
that once more Great Britain is “prepared to reconsider the cancel- 
lation of debts.” It is too soon to know whether either a partial 
or a complete cancellation of the French debt to Great Britain is 
practicable, or, indeed, whether France would accept the conditions 
of such cancellation without some similar action on the part of the 
United States. It is interesting to note, however, that one of the 
leaders at the recent conference is reported to have “suggested that 
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there should be a general review of the interallied debts.” Until 
the European governments accomplish what has proved impossible 
at previous conferences, namely, some general readjustment that 
will make possible at least partial cancellation of the French debt 
to Great Britain, the French Government in considering its debt to 
America must confront the entire external debt problem. Pay- 
ment of the total debt at the rate proposed for the payment of the 
American part would require an amount equivalent to about 23 
per cent of the total governmental income. 

But does even this larger percentage adequately measure the 
importance of the problem? France has an internal debt estimated 
in July of this year at approximately 259 billion francs. It is true 
that with respect to the economic capacity of the country the 
external debt is in quite a different class from the internal debt. 

But from the point of view of the financial capacity of the 
government to pay its external debt, the internal debt is also of ~ 
great importance. This internal debt is held in part by the great 
financial institutions and by many other organizations and in- 
dividuals whose financial stability is necessary to the orderly con- 
duct of business in France. The repudiation of these debts, or long 
postponement of interest payments upon them, would cause a finan- 
cial crash the final effects of which no one can foretell. It is, of 
course, idle to argue this question. Irrespective of the disastrous 
effect that such a repudiation would have upon the credit of the 
government, the political consequences of such an act are so great 
that it is inconceivable that any French Ministry seriously would 
consider such a proposal. If we are to deal with this problem as a 
practical matter, therefore, we must assume that the government 
will meet annual charges upon its huge internal debt. 

If we wish to estimate the real burden of the proposed assump- 
tion of debt payment to the United States, therefore, we should 
ask how difficult it would be to add this new burden to a budget 
which, in the part known as the general budget, alone absorbing 
all the normal and exceptional receipts, fell short of balancing by 
nearly four billion francs. And then it should be remembered that 
in addition there is the so-called “recoverable budget,” the 1922 
estimates for which called for 22 billion francs to be raised by 
loans, theoretically to be repaid from reparation payments from 
Germany, but practically a liability of the French Government that 
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_ later must be met in part at least by ah from taxes, if 
Germany cannot pay. 

It is, of course, appreciated that the question of the reduction of 
the internal expenditures and especially military expenditures has 
important bearing upon the financial capacity of any government to 
pay debts. Much has been made of this point in the last two 
years, and to some it has appeared that important retrenchments 
were still possible. 

However, these questions comprise a very complicated problem 
involving many political and social factors that exert an important 
influence upon, if not indeed an absolute control of, the budget 
situation. . 

Any reasonable view of the budget problem in France must 
take into account: the important recent reduction in military and 
other internal expenditures; the rapid growth of the public debt 
charges which in 1922 absorb an amount equal to more than 60 
per cent of the estimated normal receipts; the demands for assist- 
ance on the part of those suffering from the war (far exceeding 

in France anything known in the United States); the undoubted 

apprehension of France with regard to future foreign aggression ; 
the possibility of future disturbances in the Near East; and the 
interests and responsibilities of the French in the Mohammedan 
world. These are all real factors in the French budget problem, 
and they must be met in a practical way. 

The more one learns of the realities that the French Govern- 
ment faces, the more difficult the problem of the finances appears. 
Whatever ultimately may prove to be the facts as to the future 
financial capacity of France to pay her debts, one thing is clear: 
Information approaching conclusive character, that the French 
Government has now, or can in the near future develop, the 
financial capacity necessary to the assumption of payment of the 
interest and amortization charges upon her debt to the United 
States, is not now in evidence—unless France can obtain large 
indemnities from Germany. 

In the debt problems of none of the other countries are all 
of the factors identical with those of France. In the case of most 
of them, however, there exist important financial considerations | 
which disclose very difficult problems of the governments that do 
not appeal in an analysis restricted to the economic capacity of the 
country. 
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Influence of Price Change. For example, a very uncertain 
factor arises in connection with the price level. A change in prices 
resulting in a substantially lower level may not cause any per- 
manent reduction in the productive capacity of the country. It 
may, however, bring a far-reaching change in the financial capacity 
of a government that is heavily in debt. 

Whether we shall see a general decline in the price level in the 
next twenty years is now an open question. Whatever the future 
may disclose, it is difficult to foresee how the world could return 
to a gold standard without a fall in the gold price level. 

A fall in the gold price level increases the burden of external 
debts by adding to the amount of the commodities and services re- 
quired to buy the gold or exchange necessary to debt payment. It 
brings an added burden to the country as a whole and also to the 
government. 

A substantial fall in the internal price level, whether on a gold 
basis or on a paper basis, adds greatly to the weight of the internal 
debt. It reduces the capacity of the government to collect the 
same volume of revenues because the money incomes and other 
parts of the tax base shrink. The money volume of the internal 
debts, however, remains the same. The burden of the internal 
debt, therefore, though nominally the same, is in fact automatically 
increased. . 

In the case of the French budget where more than 60 per cent 


of the ordinary revenues is absorbed by the present debt service 


and where more than 75 per cent would be absorbed if payment 
were to be assumed upon the inter-governmental debt, it is not 
difficult to see what a serious crisis in the fiscal affairs might be 
caused by a substantial decline in the internal price level. 

It is true that if some of these countries would inflate their 
currencies the direct burden of the internal debt would be reduced. 
Indeed, if this process were to be carried far enough, the internal 
debt could largely be wiped out, as has practically occurred in the 
case of a large part of the German internal debt. However, this 
would hardly be a step toward normal recovery of European 
or world conditions. 

It is also true that in the discussion of the future of the gold 
standard it has often been suggested that France, Italy, and some 
other continental countries ought to devalue their currencies. 


tag 
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This, however, is only another way of expressing great doubt as 
to the future financial capacity of these countries. 

The impossibility of measuring the relative importance of such 
considerations at this time is one of the prime reasons why no one 
can now speak with certainty as to the financial capacity of the 
debtor countries in the future, or as to the real burden which the 
payment of the external debts may place upon these countries. 

Before attempting to state the final conclusions as to the eco- 
nomic and financial importance of these debts let us consider the 
other chief economic aspect of the intergovernmental debt ques- 
tion. 

The second economic question in the present controversy is 
whether the payment of the debts will cause important economic 
losses to the recipients. This question involves two considerations : 
first, the direct effect of payment upon the domestic and foreign 
trade of the recipients; second, the indirect effect in case the pay- 
ment should prevent readjustments in Europe that are necessary 
‘to the recovery of normal trade conditions. 

Inasmuch as the debtors must pay the debts in goods largely 
competing either in the home market of the creditors or in their 
foreign markets, the belief is held by some that the disturbance of 
the trade of the creditors resulting from this abnormal competition 
may bring final losses to the creditor nations perhaps far out- 
weighing the gain from debt collections. 

We have had many transactions in international trade in the past, 
some of which have involved great changes in the direction or 
volume of trade movements. Those most frequently referred to 
are the payments of the French indemnity; the shifting of the 
United States from a debtor to a creditor position between 1914 
and 1918; the building up of the great export surpluses of Euro- 
pean countries and the investment of them in many parts of the 
world in the century before the Great War. To some the accom- 
plishment of these transactions in the past has appeared to point 
clearly to the conclusion that the present debts can be paid with- 
out causing any serious disturbance in foreign or domestic trade. 
In none of these historic examples, however, do we find anything 
sufficiently akin to the trade movements demanded by the payment 
of the inter-governmental debts to give us sound basis for reason- 
ing by analogy. But this question is one of great importance, that 
requires separate and extended treatment. 
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One statement may be made, however, at this time. Neither 
in the statistical data adduced up to the present nor in recently 
advanced arguments that debt payment can be accomplished 
through general triangular trade or through special trade with 
the tropics, has there appeared convincing evidence that these 
debts can be paid without causing the restriction of the foreign 
trade and the disturbance of the domestic trade of the recipients 
of inter-governmental debt payment. 

But suppose we should accept the conclusion of those who be- 
lieve that the debts can be paid without directly causing serious 
disturbance to the commerce of the United States, does that put 
an end to the interest of the United States in the inter-govern- 
mental debt question? Has it no important indirect effect? 
Surely no one who has followed the recent course of American 
foreign trade, and who has witnessed the demoralization of the 
domestic prices of the products of farmers and others who must 
dispose of surplus products in the foreign field, would be willing to 
say that America’s interest in the European situation is not very 
great. 

We know that part of the demoralization in world trade during 
the last two years has been due directly or indirectly to the chaotic 
conditions in Europe. We know that these conditions have been 
caused in part by the critical state of the public finances which 
has led to the depreciation of many currencies in Europe and to 
foreign exchange dislocations. We know that in almost every 
country in Western Europe, the leading business men have had to 
refuse business because of inability to assume the risks involved. 
We know that financial instability has been one of the great im- 
pediments to the recovery of Europe’s buying power, and that 
private credit as well as public credit has suffered because of the 
instability of the public finances and of the currencies. 

In the complex conditions of Europe it is, of course, impossible 
to trace out and to measure with exactness the complete effect of 
any of these factors. Some of them are now cause and now effect. 
We know, however, that the existence of the inter-governmental 
debts (including, of course, the German reparation debt) has been 
one of the chief causes of the financial difficulties, which in turn 
have led to great economic difficulties ; and that the inability of the 
governments to come to an early agreement concerning these debts 
has impeded the recovery of Europe. Wherever one turns in the 
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study of the European situation he sooner or later is confronted 
with the inter-governmental debt question and with the fact that 
the existence of the American part of these debts has constituted 
one of the chief impediments to a satisfactory settlement of the 
European debt question. 

All of these factors enter into the future financial stability of 
Europe and the revival of Europe’s power to take our surplus prod- 
ucts. They also enter into many problems that effect prosperity 
in our domestic trade. 

Another indirect aspect of the question is also of great interest 
to us. We know that the future of our own price level must re- 
main uncertain until the resumption of the gold standard by the 
chief commercial nations removes the menace of an extraordinary 
surplus of gold in this country. We also know that the existence 
of the inter-governmental debts constitutes one of the great 
obstacles to the return to the gold standard. 


We may summarize the inter-governmental debt situation as 
follows: 

With regard to the economic capacity of the chief debtors to the 
United States it would appear that they will possess adequate ca- 
pacity if something approaching their relative pre-war productive 
and saving capacity can be reestablished and maintained. In the 
light of the economic development of the past, many factors point 
to the conclusion that in time pre-war conditions or better will 
return. However, we face such an extraordinary situation (for 
which we find nothing comparable in pre-war history) that until 
more progress can be made in the solution of present European 
problems it will be impossible to know how fast Europe will 
return toward normal. 

No reasonable generalization can be made as to the probable 
effect of the extraordinary financial situation upon industry in the 
future. In the face of financial difficulties some countries recently 
have made substantial progress while other countries upon whose 
buying power the capacity of our debtors in part depends have 
retrograded. In the last analysis, however, the incomplete evi- 
dence that we have points to an adequate economic capacity in the 
future. The principal question arises, therefore, not as to the 
ultimate economic capacity but as to the time when the regular 
maintenance of this capacity will be assured. 
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The capacity of the governments to finance the payment of 
these debts, however, is a much more uncertain problem. Notwith- 
standing the critical condition of the finances of some of these 
governments it certainly can not now be said that they never will 
_ be able to pay them. However, their ability to pay depends upon 
so many future events, such as the final outcome of the German 
indemnity, the effect of future monetary readjustments, as well as 
political developments, that the question of the financial capacity 
of some of the chief debtors must remain very uncertain for a 
considerable time to come. 

We do know, however, that to pay these debts the governments 
of several countries must add great weight to the unprecedented 
burdens that they are now attempting to carry. 

We also know that the critical condition of the finances has 
caused tremendous economic losses since the close of the war and 
that it is not impossible that the attempt by the governments to 
carry too heavy financial burdens may in the future bring addi- 
tional economic losses of great weight. Certainly the question of 
the time when normal growth will be resumed depends to some ex- 
tent upon how soon balanced budgets, stable monetary conditions, 
normal exchanges, etc., can be reestablished. And these are now 
impeded by the very existence of the inter-governmental debt 
question. Moreover, the solution of this question in Europe, in- 
cluding the question of reparation payments, is impeded by the 
present status of the debts of the allied nations to the United 
States. : 

In view of the complexity and uncertainty of the inter-govern- 
mental debt question, what should be the present position of the 
United States? We may follow one of three courses: 

1. We may insist upon an arrangement requiring early resump- 
tion of interest payments and amortization of the debts in twenty- 
five years. Thereby, we may contribute to the difficulty of the 
European nations that are now struggling against great odds in 
the effort to bring their finances and their credit, as well as their 
business, political and social conditions, back to normal. 

2. We may let. the matter drift indefinitely, and thereby pas- 
sively contribute to the deadlock that exists in Europe. 

a: Or we may enter into effective cooperation with a view to 
adopting whatever policy promises to contribute most to a speedy 
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recovery of Europe and thereby to a recovery of sound interna- 
tional trade conditions. 

Just how far cooperation with Europe should finally carry us 
we cannot know until we enter into active and joint consideration 
of the entire problem with others principally concerned. No fully 
informed person would suggest the cancellation of all or even part 
of these debts without effective assurance on the part of European 
nations, aS to other readjustments that are necessary to the solu- 
tion of the European problem. 

But if all of the inter-allied debts could now be wiped out and 
with them a large part of the German indemnity it would undoubt- 
edly solve many other European problems and add a tremendous 
stimulus to the recovery of normal conditions in Europe and in the 
rest of the world. Such a general cancellation, however, is clearly 
impracticable at this time. f 


B.—FUNDING OF BRITISH DEBT TO UNITED 
STATES * 


England was the first of the large allied nations to 
reach an agreement with the United States as to a plan 
for settling her war-time debt.—|[Ed. Note. ] 


The bill embodying the terms proposed by the American Debt 
Funding Commission, and accepted by the British Government 
on January 31, 1923, was passed by the United States Senate on 
February 16 and received the President’s signature. 

The principal is to be repaid in annual installments according 
to a fixed schedule, and interest on the outstanding balance is 
payable semiannually on the dates and at the rates of interest 
mentioned below: 


Principal 
is to be paid in annual installments oe rie to a fixed schedule. The 
installments will increase each year during the life of the bonds until at 
the end of the sixty-second year the aggregate of the installments equals 
the principal of the debt. The right is reserved to the British Govern- 
ment to repay additional amounts of principal on any interest date upon 
ninety days’ previous notice. 
* Monthly Review, London aa City and Midland Bank, Ltd., February 
28, 1923. 
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Interest 
is to be payable on June 15 and December 15 in each year at the fol- 
lowing rates:— — 
(i) 3 per cent semianuually, June 15, 1923, to December 15, 1932, 

inclusive. 

(ii) 314 per cent.semiannually, June 15, 1933, until final payment. 
The rate of interest in respect of the loans is reduced from 5 to 4% per 
cent as between the date of obligation and December 15, 1922—that is, 
interest accrued but not paid before December 15 is chargeable at 4%4 
per cent and not 5 per cent, as previously arranged, and Great Britain 
will be credited with the difference between the rates in respect of 
interest payments made before the date mentioned. 


The actual position on December 15, 1922, allowing for the 
reduced charge for interest accrued, was as follows: 

The principal outstanding amounted to $4,074,818,358, to which 
must be added $629,836,107 in respect of interest accrued and 
unpaid, making together a gross liability of $4,704,654,465. De- 
ducting $100,526,380 in respect of payments made by Great Brit- 
ain in October and November last year, the balance outstanding 
on December 15 was $4,604,128,086. Under the terms of the 
agreement the odd amount, $4,128,086, is to be paid in cash, 
leaving $4,600,000,000, which represents the capital sum to be 
repaid in sixty-two years with interest at the rates already 
mentioned. 
-In round figures, on the basis of a sixty-two-year term, the 
arrangement calls for an immediate cash payment of $4,128,086, 
an annuity of $161,000,000 for ten years and an annuity varying 
between $179,000,000 and $187,000,000 for fifty-two years and 
averaging about $183,000,000. The principal, $4,600,000,000, 
will then have been paid off and the payments on account of inter- 
est will aggregate $6,505,965,000, making together a total payment 
of $11,105,965,000 in respect of the initial debt of $4,600,000,000. 


QUESTIONS AND EXERCISES 


1, What are the arguments for and against the payment of the inter-allied 
debts growing out of the World War? 

. What will determine the ability of the debtor nations to pay these debts? 

oF ie A inter-allied debts in the nature of an ordinary commercial 

ebt t 

4. How does inflation aid in decreasing the internal debt of a country? 

5. What would happen in the United States if France were to repay her 
whole debt at once? 

6. What is meant by the funding of a debt? 
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CHAPTER XXIV 
AGRICULTURAL LOANS 


A.—FARM CREDIT * 


THE national banking system was framed at a time 
when the agricultural industry was not seriously in need 
of credit, and no heed was taken of the particular kinds of 
credit which the farmer needed. Agricultural land used 
to be low in price, and in many cases could be had almost 
free of charge. A very small amount of capital was all 
that was needed to begin farming operations. In more 
recent years, these conditions have changed. Farmers 
are in need of large amounts of credit extending over 
periods of time of varying length. Free land has dis- 
appeared. Land is high in price and a large sum is re- 
quired to buy a farm. The amount of equipment which 
is needed has increased and its price has gone up also. 
Farmers, as a class, never accumulate a large surplus of 
liquid funds. These conditions make the obtaining of 
credit of much importance to them. Many types of in- 
stitutions have developed to supply this need—[Ed. 
Note. | 


The problem of credit for agriculture has assumed growing 
importance since the early part of this century. This is due to 
the marked changes that have taken place in the farming industry. 
Free lands have all but disappeared, and increasing land values, 
together with more intensive methods of farming and the devel- 
opment of cooperative marketing, have made it necessary for the 
farmer to acquire larger working capital. 

While these demands for credit have been rapidly growing, 
credit facilities for the farmer until recently have lagged mate- 
rially behind. Until within ‘the last decade the farmer has had to 
look to commercial banks and other private agencies for his credit. 


Farm Capital and Farm Credit. The capital requirements 
of agriculture have increased enormously since the middle of the 
* Nils. A. Olsen, C. O. Brannen, G. F. Cadisch, and R. W. Newton, 
Bureau of Agricultural Economics, in the Yearbook of the United States 
Department of Agriculture, 1924. 
883 
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last century. The value of all farm property has risen much more 
rapidly than the number of farms or the amount of land i in farms. 
Between 1850 and 1900 the value of all farm property increased 
from less than $4,000,000,000 to over $20,000,000,000. During 
the ten years between 1900 and 1910 these values doubled, and 
again between 1910 and 1920 they almost doubled. Within these 
seventy years the average size of farms decreased by almost a 
fourth, yet the value of farm property rose from $2,738 to $12,084 
per farm. During the ten years preceding 1920 the number of 
farms increased only 1.4 per cent, the average size of farms 
increased 7.3 per cent, but the average value of property per farm 
increased 87.5 per cent. The output of the American farm has 
been greatly enlarged without a corresponding increase in man 
power, but this has necessitated the use of more capital. 

As the capital requirements of farming have expanded, credit 
has become increasingly important in the operation of the farm. 
When land was free or cheap and farm equipment and supplies 
used to a much more limited extent, less capital was needed to 
acquire, equip, and operate a farm. Farmers then often were 
able to acquire sufficient capital of their own with which to finance 
their needs. Now that the capital requirements of farming are 
so great, farmers use credit facilities extensively, and interest 
payments bulk large in their costs. The interest due in 1920 on 
farm mortgage debt alone is estimated to have been around $500,- 
000,000. 

The interest paid on debts in 1923 by these farmers ranged 
from $90 in the North Atlantic States to $390 in the Western 
States. A large percentage of the net cash farm receipts in all 
sections, ranging from 10.1 per cent in the North Atlantic to 38.4 
per cent in the West North Central States, was used in the pay- 
ment of interest. 

Classes of Farm Credit. Farm credit may be considered under 
three main classes. Owing to the large amount of fixed capital 
invested and the low turnover in the farm business, the periods 
for which farmers need credit are longer usually than in most 
other kinds of business. Ordinarily the farm earnings of several 
years are required for the payment of the purchase price of land 
and of permanent improvements. Credit obtained for develop- 
ment and equipment purposes is needed for periods somewhat 
shorter than for the purchase of land. Then, again; loans ob- 
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tained for the production and marketing of crops are paid as a 
rule from the proceeds of those crops, but the period over which 
the production and marketing processes extend varies materially 
with the type of farming. When thus considered from the view- 
point of the period for which it is needed, farm credit is desig- 
nated as (1) long-term credit covering periods ranging from three 
to forty years, (2) intermediate credit covering periods of six 
months to three years, and (3) short-term credit covering periods 
of six months or less. When considered according to the purpose 
for which it is needed farm credit is classed as (1) land-purchase 
credit, (2) development and equipment credit, and (3) production 
and marketing credit. There are a number of points of similarity 
between this classification and the preceding one. Land-purchase 
credit is ordinarily long-term credit; development and equipment 
credit may be either long-term or intermediate credit. Even 
short-term loans are sometimes used for development and equip- 
ment purposes. Usually, however, this class of credit falls in the 
intermediate term. Both short-term and intermediate credit may 
be used for production and marketing purposes. There is a third 
classification that is based on the security taken for the loans. 
Under this classification farm credit is designated as (1) farm 
mortgage credit and (2) personal and collateral credit. Here 
again we have some overlapping with other classifications. Farm 
mortgage credit usually corresponds to long-term as well as land- 
purchase credit. It is also used to a large extent for development 
and equipment purposes. Intermediate and short-term credit, on 
the other hand, are generally based on personal and collateral 
security. Intermediate credit is quite similar to short-term credit 
in the matter of security but differs from it both as to term and 
use, 

Long-term Credit. Long-term credit with which to purchase 
land or make permanent improvements is used more extensively 
in the farming industry than any other form of credit. The 
relative importance of this kind of credit varies widely between 


“ regions. A recent survey indicates that the mortgage encumbrance 


of owner-operator farmers in 1924 amounted to about two-thirds 
of their total debt. The mortgage debt of such farmers was 
relatively greater in the West and South than in the East. 

Such detailed information as we have in regard to farm mort- 
gages is confined largely to owner-operated farms, which in 1920 
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included almost 61 per cent of all farms and over 66 per cent of 
all land in farms. The number of owner-operated farms mort- 
gaged in 1920 was especially large in parts of the West. At that 
time, for example, only 14.2 per cent of the owner-operated farms 
in West Virginia were mortgaged as compared with 71.1 per cent 
in North Dakota. 

Farm mortgage debt has grown materially during the last 
several decades. Between 1890 and 1920 the percentage’ of 
owned farms mortgaged increased from 27.8 to 37.2 per cent. 
The growth in the volume of such debt has been even more 
marked. While the number of full-owner farms mortgaged in- 
creased 18.5 per cent between 1910 and 1920, the amount of 
mortgage debt on such farms increased from $1,726,172,851 to 
$4,003,767,192, or 131.9 per cent. The mortgage debt data ob- 
tained by the Census Bureau applies only to full-owner farms. 
Estimates have been made, however, by the Bureau of the Census 
and the Bureau of Agricultural Economics which indicate that 
the total farm mortgage encumbrance for all classes of farms 
mounted from $3,320,470,000 in 1910 to $7,857,700,000 in 1920. 
Mortgage encumbrance was relatively large in the Middle West, 
the state of Iowa alone having an estimated farm mortgage en- 
cumbrance of $1,099,000,000. It should be observed, however, 
that the mortgage debt in 1920 was very unevenly distributed. 
Almost 53 per cent of the owner-operated farms was reported as 
entirely free from mortgage. On the other hand, the encum- 
brance on mortgaged farms was not equally large on all farms. 
The smaller farms appear to have carried a proportionally higher 
debt than the larger ones. Over 43 per cent of the mortgage 
encumbrance on owner-operated farms in 1920 was carried by 
farms valued on the average under $15,000. The ratio of mort- 
gage debt to the value of these farms averaged about 35 per cent 
as compared with an average of 29.1 per cent for all mortgaged 
owner farms. 


Sources of Long-term Credit. Savings and the accumula- 
tion of capital are the foundation of credit. Old and developed 
regions usually are better provided with capital and credit facilities 
than are newly settled or predominantly agricultural regions. To 
facilitate the flow of funds from regions of. surplus capital to 
regions deficient in capital, several important credit institutions 
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have been developed. In the matter of credit, as in most other 
directions, American farmers are individualists and have not, as 
in Europe, cooperated to provide special rural credit facilities. 
Commercial credit agencies, therefore, have dominated the field of 
rural credit. At the present time the following are the most 
important sources of mortgage credit: Commercial banks, espe- 
cially state banks, trust companies, and savings banks; life-insur- 
ance companies; farm-mortgage companies; owners of land and 
private investors; Federal and joint-stock land banks; and, finally, 
state funds and state credit agencies. 

Commercial Banks. State and national banks are the basis 
of our entire credit system. They have been and still are one of 
the primary sources of both long and short term farm credit. A 
recent survey indicates that bank loans for agricultural purposes 
in the spring of 1924 amounted to about 14 per cent of the total 
loans and discounts of all banks. While banks in all parts of the 
country give substantial aid to agriculture, a relatively larger part 
of the banking resources in the West and South are used for 
agricultural purposes than elsewhere. The agricultural loans of 
banks in the state of Massachusetts amounted in 1923 to less than 
1 per cent of their total loans and discounts as compared with 
about 75 per cent in the state of South Dakota. 

The resources of banks are the basis of their lending power. 
In the past these resources have been heavily concentrated in the 
industrial East and only gradually have they shifted westward 
with the development of the country. As late as 1900 most of 
the banking resources of the country were concentrated in a few 
states of the East and Middle West. Since then more capital has 
accumulated in the more western parts of the country and all 
regions are better provided with banking capital. This lack of 
adequate banking resources in the newer regions of the West has 
been one of the important factors underlying our rural credit 
problem. 4, 

As a source of farm-mortgage credit commercial banks hold a - 
leading place. The volume of bank farm-mortgage loans is esti- 
mated to have increased from three-fourths of a billion dollars in 
1914 to almost one and one-half billions in 1921.* During the 

*V. N. Valgren and Elmer E. Engelbert. “Farm Mortgage Loans by 


Banks, Insurance Companies, and other Agencies.” U.S. Department of 
Agriculture, Bulletin 1047. 
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last two or three years there appears to have been some decline 
in the mortgage loans of banks, which in part is due to a probable 
shifting of such loans to other credit institutions. While state and 
~ national banks furnished in 1914 roughly 20 per cent of the total 
estimated capital invested in farm mortgages, their mortgage loans 
dropped to about 17 per cent of the total in 1921 and by 1923 had 
declined relatively still more. 

Commercial banks in all parts of the country do a farm-mort- 
gage business, but the largest amount of such loans is made in the 
' Middle West, the South, and in the state of California. In the 
Middle West the percentage of bank loans and discounts used in 
farm-mortgage loans in 1923 ranged from 4.5 per cent in Mis- 
souri to 17 per cent in Iowa; in the South from 2.5 per cent in 
Florida to 22.4 per cent in Mississippi; in the far West from 3.4 
per cent in Oregon to 16.8 per cent in Nevada. In some of the 
Eastern States farm-mortgage loans constitute but a small per- 
centage of bank loans and discounts, in many instances being less 
than 1 per cent. It should be observed, however, that the states of 
Vermont and New Hampshire show a very high percentage of 
farm mortgage loans. This is explained by the prévalence in 
those states of trust companies and savings banks that invest 
a large part of their funds in western mortgages. In the territory 
west of the Mississippi River banks also handle farm mortgages 
for other investors. 

Commercial banks in general are not adapted to meet the farm- 
mortgage credit needs of farmers. As a rule they are deposit 
banking institutions and must keep their funds in liquid form. 
This no doubt accounts for the relatively short term on which 
their mortgage loans are usually made and to some extent for the 
more recent tendency of commercial banks to reduce their farm 
mortgage loans. 


Short-term Credit. In addition to farm-mortgage credit, most 
commonly used in the purchase and improvement of land, farmers 
annually need large amounts of short-time credit for the produc- 
tion and marketing of their crops. The total amount of short-time 
credit outstanding has been variously estimated at from 30 to 35 
per cent of the total credit used by farmers. Short-term credit 
is obtained by the farmer in a number of ways. While commer- 
cial banks are by far the most important source of such credit, 
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large advances are made by local merchants, implement dealers, 
livestock and produce commission firms, canning factories, ferti- 
lizer companies, cotton factors, livestock loan companies, and 
private lenders. 

Short-time Bank Loans. Short-term cash loans constitute the 
largest part of the short-time credit used by farmers. In a sur- 
vey made in the summer of 1924 it was found that short-time cash 
loans amounted to around 28 per cent of the total outstanding 
credit of owner-operator farmers. 

Commercial banks are the chief source through which such 
loans are obtained. During the year 1923 it appears that about 
9.5 per cent of the total loans and discounts of the banks of the 
country were used in making short-time loans to farmers. A 
relatively small part of bank loans and discounts in many of the 
Eastern States were used for such purposes, in many cases 
amounting to less than 1 per cent of the total loans and discounts 
of the banks. On the other hand, the resources of banks in the 
South and West were more largely devoted to financing the needs 
of agriculture, the banks of some states using well over one-half 
of their resources in making such loans. 

The total amount of credit advanced to farmers by banks in — 
the form of short-term loans is large. According to the best 
available estimates it appears that the total personal and collateral 
bank loans outstanding December 31, 1920, amounted to about 
$3,870,000,000.* During the three following years there appears 
to have been a substantial decline in the volume of such loans, 
but it is probable that short-time bank loans still amount to 
around $3,000,000,000. Preliminary estimates indicate that the 
personal and collateral loans of banks to farmers in the early part 
of 1924 amounted to about 9.5 per cent of their total loans and 
discounts, compared with 13.3 per cent three years before. Short- 
time bank loans are made in considerable volume in all sections of 
the country, but the volume is especially large in the States of the 
Middle West, a number of the Southern States, and in California. 

While the largest percentage of these loans are made to farmers 
who own their lands, yet a very substantial amount of such credit 
is advanced to tenant farmers. During the year 1923 it is esti- 

*V.N. Valgren and Elmer E. Engelbert. “Bank Loans to Farmers on 


Personal and Collateral Security.” U.S. Department of Agriculture, Bul- 
letin 1048, 
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mated that about 28 per cent of such loans were made to tenants. 
Naturally tenants in all parts of the country did not draw to an 
equal extent upon banks for assistance. In the New England 
States tenant loans amounted to about 11 per cent of short-time 
bank loans to farmers in contrast to about 45 per cent in the 
West South Central States. In this connection it should be added 
that the extent to which loans are made to tenants is probably a 
factor influencing the terms and conditions of such loans, particu- 
larly in some regions. 

Terms and Conditions of Short-term Bank Loans to 
Farmers. As in the case of farm-mortgage loans, there are vari- 
ous items which enter into the cost of short-term bank loans to 
farmers. The interest rate, however, is the best measure of cost 
and will indicate sufficiently well differences in rates between 
sections of the country and in point of time. 

The variations in interest rates on short-term bank loans are 
even more marked than in the case of farm mortgage loans. As 
shown in the chart, the rates are especially high in regions where 
the demand for capital exceeds the supply and where the element 
of risk is relatively high. Interest rates on short-time bank loans 
are usually higher than those on farm mortgage loans. This is no 
doubt due to the fact that the security for such loans is often less 
ample and the costs of making short-time loans are relatively 
higher. 

Sometimes additional charges are made such as commissions, 
minimum balance requirements, and collection of interest in ad- 
vance that materially influence the cost of credit. The practice 
of charging a commission on loans is more prevalent in some 
regions than in others. A good many institutions also require 
that the borrower maintain a minimum balance on deposit during 
the life of his loan. During 1923 about 3 per cent of the banks - 
of the country reported that they required such balances amount- 
ing to around 16 per cent of the loan. The practice of requiring 
minimum balances on deposit is most prevalent in the Southern 
states. In still other instances the cost of short-time credit is 
increased by the collection of interest at the time the loan is made. 
About 4 per cent of the banks reporting in 1923 indicated that 
this additional charge was made on roughly 66 per cent of their 
loans. The collection of interest in advance is practiced more 
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extensively in the states of the Northeast and the South than in 
other parts of the country. 

There has been a measurable decline in the cost of short-time 
bank loans during the last decade. The average rate of such loans 
in 1914 was 8.1 per cent. The rate declined somewhat during the 
war, rising to an average of 7.9 per cent in 1921, but thereupon 
declined again to 7.6 in 1923. What is even more encouraging is 
the fact that the decline has been most marked in regions where 
the level of rates has been abnormally high, particularly in the 
Southern and Mountain states. Between 1914 and 1923 the aver- 
age rate on short-term bank loans declined as much as 2.6 per 
cent in Oklahoma, 1.6 per cent in Alabama, and 1 per cent in 
Wyoming. Even with this decline the interest rates on short-term 
loans in some sections of the country remained relatively high. 

There appears also to have been a decline in the use of addi- 
tional charges. The use of minimum balance requirements is 
reported by 3.3 per cent of the banks in 1923 as compared with 
6 per cent of all banks in 1920, and 34 per cent of the banks indi- 


cated that they collected interest in advance in 1923 as compared 


with 40 per cent in 1921. This tendency toward more favorable 
costs of short-term bank loans is due probably in part to easier 
credit conditions that have obtained and to the larger flow of 
funds seeking investment to all sections of the country. 

Short-term bank loans are usually repaid from the proceeds of 
crops. These crops may be damaged or destroyed by drought, 
frost, plant diseases, insect pests, or other causes, and the element 
of risk in making short-time loans to farmers is often greater 
than in the case of industry. While the banker may take various 
types of collateral, such as mortgage on livestock and machinery, 
crop liens, warehouse receipts, and the like, yet he counts largely 
on the honesty, integrity, and ability of the farmer as his principal 
security. Approximately two-thirds of the short-time banks loans 
to farmers are made on the basis of personal security. Loans 
secured in this manner are especially prevalent in the East and in 
the Middle West. There is, however, a more marked tendency in 
the East to require that borrowers’ notes be indorsed. 

About one-third of the total short-time bank loans to farmers 
are secured by collateral of one form or another. Mortgages on 
livestock are the most important collateral, loans thus secured 
amounting in 1923 to over 15 per cent of the short-time bank 
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Interest rates on short-term bank loans to farmers are usually highest 

in regions where loanable funds are inadequate or where risks are 

relatively great. In recent years rates have declined more in regions where 
the general level of interest rates has been high 
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loans to farmers. Security of this kind is required especially in 
the range and cattle feeding states, mounting as high as 55 per 
cent of all short-time bank loans to farmers in Wyoming. Crop 
liens are used as security for about 6 per cent of the loans. This 
security is used most extensively in the South and a few of the 
Northwestern States. In Alabama, for example, over 29 per cent 
of the short-time bank loans to farmers in 1923 were secured by 
crop liens, and in Idaho 22 per cent of such loans were secured in 
this, manner. Chattel mortgages on farm machinery are taken by 
banks as security to a much smaller extent. The banks in 1923 
_ reported that about 3.5 per cent of their loans were thus secured. 
It appears that the depression may have increased the use of this 
form of collateral in states such as North Dakota and Montana, 
where farm machinery was reported as security for over 14 per 
cent of the short-time bank loans. 

Staple farm products adequately warehoused afford sound col- 
lateral, and warehouse receipts are used to an increasing extent as 
collateral for bank loans, particularly in some sections of the 
country. The lack of adequate supervision over stored products 
has been an obstacle in the past to the extensive use of warehouse 
receipts. In order to improve this situation, the United States 
warehouse act was passed in 1916. The purpose of this measure 
was to create a uniform and sound system of warehousing farm 
products and to provide a warehouse receipt which would be 
generally acceptable to bankers as security for loans. This has 
been accomplished under the United States warehouse act through 
the enforcement of provisions requiring suitable storage, through 
frequent inspections of stored products, and through a careful 
control over the issuance and cancellation of warehouse receipts. 
The original act applied only to cotton, grain, wool, and tobacco. 
Under the amendment passed in the spring of 1923 the Secretary. 
of Agriculture was authorized to extend the provisions of the act 
to such products as he might consider ‘suitable for storage. 

The United States Warehouse Act is a permissive measure, and 
during the first five years after its passage but few warehouses 
were licensed. Since 1921 activities under the Act have expanded 
rapidly. At the beginning of 1925 the capacity of the cotton 
warehouses licensed under the act amounted to over 2,500,000 
‘bales, that of grain to almost 29,000,000 bushels, and that of 
tobacco to 572,000,000 pounds. While thus considerable ware- 
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house capacity for storage of farm products has been licensed 
under the Federal Warehouse Act, particularly in the cotton and 
tobacco states, it is probable that the provisions of the Act during 
the next few years will be rapidly extended to other sections of 
the country. Warehouse receipts on farm products at the present 
time constitute but a small percentage of the collateral of bank 
loans to farmers. Through the influence of the United States 
Warehouse Act their use no doubt will widen. Warehouse re- 
ceipts issued by federally licensed warehouses are accepted. by 
both Government and private financial institutions as prime col-- 
lateral, and without doubt have helped to broaden the sources of 
credit available to the farmer. 

Stocks and bonds are offered by farmers as collateral for their 
short-time loans only to a very limited extent. During 1923 it is 
estimated that only 2.8 per cent of their short-time loans to farmers - 
were secured in this manner. The largest use of such collateral 
was in the New England States, where almost 13 per cent of the 
loans were secured in this way. 

No complaint has been more frequently made against the short- 
time credit advanced by banks to farmers than that the term of 
such credit is usually too short. During the year 1923 it is esti- 
mated that three-fourths of the short-time bank loans to farmers 
were made for periods of six months or less. Thirty-seven per 
cent of the banks reported that their loans averaged from three to 
six months, and 30 per cent reported that their loans averaged 
from one to three months. The length of short-time bank loans 
increases as one proceeds westward and south from the Atlantic 
seaboard. The percentage of loans over six months ranged in the 
West from 13 per cent of all short-time bank loans in Nevada to 
65 per cent in North Dakota and in the South from 5 per cent in 
West Virginia to 59 per cent in Arkansas, and yet in only six 
states (North Dakota, South Carolina, Alabama, Mississippi, 
Arkansas, and Louisiana) did loans for terms over six months ex- 
ceed those for six months and under. 

The relatively short term for which banks make personal and 
collateral loans to farmers illustrates a weakness in the service ren- 
dered agriculture by commercial banks. Commercial banks do a 
deposit banking and must depend upon short-term loans to func- 
tion safely. They are, therefore, not as well suited to the needs of 
agriculture as to industry. The periods for which farmers need 
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credit with which to produce and market their crops are usually 
much longer than in industry. In the past farmers have depended 
largely upon obtaining renewals of their short-time bank loans. In 
periods of good yields and good prices the practice of renewing 
loans has not worked a hardship to either banker or farmer. It is 
a policy which has its advantages to the banker, since it enables him 
to evaluate from time to time the security for his loans. On the 
other hand, the dependence upon the renewal of bank loans has not 
always operated in the interest of the farmer. The short-time loan 
places the farmer at the mercy of the creditor, since payment can 
be demanded at maturity even though the purpose for which the 
loan was made has not been accomplished. 

Federal Reserve System. The Federal Reserve System con- 
trols a large reservoir of capital upon which banks can draw to 
provide funds for both agriculture and industry. Banks in regions 
where local capital is inadequate or where there may be a large 
seasonal demand for credit can draw upon the Federal reserve 
_ banks to meet these needs. Credit is not advanced direct to the 
farmer through the Federal reserve banks but through member 
banks which may rediscount through the Federal reserve banks 
notes, drafts, or bills of exchange acquired from customers. 

Previous to the passage of the Federal Reserve Act in 1913 
efforts to take care of the expanding short-term credit needs of 
- agriculture through our banking system met serious obstacles. 
The Federal Reserve Act, however, recognized these needs in a 
number of provisions dealing wholly with agricultural credit. 
Since the passage of the act various amendments have further 
extended the credit available to farmers through this source. 

Federal reserve banks are now authorized to discount notes, 
drafts, and bills of exchange issued or drawn for an agricultural 
purpose. The term of such paper may be nine months in contrast 
to commercial paper which must have a maturity not exceeding 
ninety days. Agricultural paper has been liberally and broadly 
defined by the Federal Reserve Board. Notes, proceeds of which 
have been used in planting, cultivating, harvesting, or marketing 
crops, are acceptable for discount. The provisions for discounting 
paper of cooperative marketing associations have also been liberal- 
ized. Notes with maturities up to nine months are eligible for dis- 
count if the proceeds are advanced to association members for 
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agricultural purposes or for use in financing the operations of the 
association. 

Under the original Act, sight and demand drafts were not eligible 
for discount because of their indefinite maturity. Federal reserve 
banks are now permitted to discount sight or demand drafts drawn 
to finance the domestic shipment of non-perishable, readily market- 
able staples, which are secured by bills of lading or shipping docu- 
ments. This paper must be presented for payment with reasonable 
promptness, and in no event may a Federal reserve bank hold such 
paper longer than ninety days. 

The law also discriminates in favor of bankers’ acceptances 
which have been drawn to finance agricultural operations. These. 
. acceptances are eligible for discount with maturities up to six 
months, provided they are secured by warehouse receipts convey- 
ing title to readily marketable staples. Bankers’ acceptances drawn 
for other purposes may be discounted by Federal reserve banks 
with maturities up to ninety days only. As bankers’ acceptances 
are normally the best type of credit instrument and carry the 
lowest rate of interest, this provision has been of material assist- 
ance in providing more adequate credit for cooperative marketing 
associations. 

The Federal Reserve System is thus an important channel 
through which banks may obtain additional funds with which to 
finance the short-time credit needs of farmers. National banks 
are required by law to be members of the system. On the other 
hand, membership in the system is optional with state banks. At 
the present time a large precentage of the state banks, particularly 
in the agricultural sections of the country, are not members of the 
system. In order to induce more of the state banks to join the 
Federal Reserve System an amendment to the Act was passed in 
1923 reducing the capital requirements for admission. With the 
passage of this amendment about 4,000 banks became eligible as 
members, yet only five of these institutions have joined the system 
since then. So long as country banks serving agriculture have ade- 
quate funds with which to meet the credit demands of farmers, 
there is no reason why they should pass on their paper for dis- 
count. Many of the country banks, no doubt, have satisfactory 
discount arrangement with city correspondents. In order, however, 
to establish a well-coordinated banking system which is fully 
prepared even in times of depression to meet the credit needs of 
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farmers, it would seen desirable that such measures be adopted as 
would tend to induce the state banks to join the Federal Reserve 
System. This would have the effect of making available direct to 
the farmers of this country the vast banking resources controlled 
by the Federal Reserve System. 

Other Sources of Short-term Credit. While commercial 
banks are the chief sources through which farmers obtain short- 
term loans, large advances of short-term credit are also obtained 
from local merchants, implement dealers, commission firms, private 
lenders, and other sources. 

The amount of credit which country banks are permitted to ad- 
vance to any one individual is fixed by the amount of their capital 
and surplus. Many farmers, therefore, are unable to obtain from 
banks all of the credit they need and must seek additional credit 
from the larger financial centers or from merchants and dealers of 
various kinds. Though more or less common in all parts of the 
country, merchant credit is most extensively used in the South. In 
a number of regions covered by special studies a very large per- 
centage of the tenants and even a large number of the owner 
farmers used merchant credit. In fact, in these areas merchant 
credit is used more extensively than bank credit. Most of the mer- 
chant credit in the South is.obtained from stores, factories, and 
agents, and tenants often receive large credit accommodations from 
landlords. While a substantial amount of such credit is advanced 
on open account, especially to owners, much of it is secured by 
chattel mortgage or crop lien. In some parts of Tennessee, for ex- 
ample, 31 per cent of the merchant credit advanced to tenants in 
1923 was secured by crop liens, and in Georgia the percentage of . 
credit so secured amounted to 60 per cent. The cost of merchant 
credit is relatively high. A fixed interest rate is not ordinarily 
charged the farmer for such advances, but the cost is usually cov- 
ered in a higher price paid for supplies purchased on credit. Dur- 
ing the year 1921 the average cost of ‘merchant credit in selected 
areas of North Carolina was 22.3 per cent, as compared with 24.3 
per cent in Georgia in 1923 and 11.6 per cent in Tennessee.* 

Merchant credit in general is both costly and unsatisfactory. The 
use of it frequently places the farmer in a position where he can 


*North ‘Carolina Department of Agriculture, Bulletin, May, 1923, 
“Farm Credit in North Carolina.” Also unpublished data of U. S. Depart- 
ment of Agriculture. 
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not freely market his crops and receive the best prices for them. It 
has also been one of the difficulties with which cooperative market- 
ing associations in the South have had to contend. In the absence 
of adequate facilities provided by local banks merchants have no 
doubt met an imperative credit need of the farmer. It is evident, 
however, that both farmers and merchants would be benefited if 
farmers could obtain most if not all of their credit from specialized 
credit institutions. 

A substantial volume of credit is advanced to livestock farmers 
through livestock commission firms. A large part of such advances 
has been made on feeder cattle. The firms making these loans not 
only purchase the cattle for the farmer, but require that the cattle 
be sold through them when marketed. In this manner the firm 
which advances the credit maintains a control over the marketing 
of the product. A situation more or less similar has obtained in the 
truck-crop and fruit-growing industry. In highly specialized truck- 
crop and fruit-producing centers the grower is frequently unable to 
obtain the necessary credit from local agencies, and therefore seeks 
assistance from fruit and vegetable commission dealers and brokers 
in northern and eastern cities. In obtaining such credit assistance 
the grower often relinquishes all control over the marketing of his 
crop and is compelled to rely on the dealer’s judgment in securing 
for him an adequate return. The degree of control exercised by 
commission dealers by reason of these advances varies from almost 
no control in some districts to almost complete control in other sec- 
tions. In many of these truck-crop and fruit districts local bank- 
ing resources are not sufficient with which to finance the needs of 
the growers. In other districts the hazards are so great that local 
credit agencies do not care to assume the risks attaching to ad- 
vances of credit. Usually, where much dependence is placed upon 
commission firms, the cost of credit is high and the control exer- 
cised over the marketing of the products is frequently unsatisfac- 
tory to the grower. 

In some sections of the country credit unions or credit associa- 
tions have been organized to assist members in obtaining loans to 
promote thrift and to encourage good business methods. In the 
United States the credit union is not essentially a rural institution, 
yet it is well adapted to rural needs. A total of twenty-two states 
have now passed credit union laws to stimulate the organization of 
such associations. While a number of states have organized credit 
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unions under these laws, more progress has been made in North 
Carolina than in any other state. The success of the movement 
in North Carolina is no doubt due to the state supervision which 
has been provided. At the present time there are thirty-five credit 
unions in the state, with total resources of about $100,000. Of 
these thirty-five credit unions, three are urban, one is semi-urban 
and semi-rural, and the balance are rural. 


Intermediate Credit. Short-term credit, strictly defined, has 
been supplied farmers fairly well by commercial banks and other 
credit agencies. Farmers, however, frequently need loans for 
longer periods than commercial banks can safely make. For the 
production and marketing of livestock, for example, they may need 
loans ranging from one to three years. The gap between short- . 
term loans ordinarily made by banks and the longer time credit 
needed by farmers in their operations has been bridged in the past 
by the renewal of short-term bank loans. This policy of renewing 
short-term bank loans serves perhaps well enough when conditions 
are normal. When, however, such loans are called during periods 


of credit stringency, considerable hardship if not severe losses to 


farmers may result. 

At least 75 per cent of the. short-time loans made by banks to 
farmers are for periods of six months or under. In some sections 
of the country the percentage of such loans is even much higher. 
This weakness in short-time bank credit from the viewpoint of the 
farmer was recognized in the reports of the American and United 
States commissions in 1913 and has been a subject of more or less 
discussion ever since. The collapse in prices of farm products in 
1920 and 1921 centered attention upon this problem as never 
before. The extension of the activities of the War Finance Cor- 
poration was made necessary by the inability of commercial banks 
to meet the credit stringency that developed. The Joint Commis- 
sion of Agricultural Inquiry in its report urged upon Congress the 
need of providing better intermediate credit facilities for the 
farmer, and these findings were indorsed by the National Agricul- 
tural Conference that met in Washington to consider the state of 
agriculture in the spring of 1922. 

These and other influences led to the passage of the agricultural 
credits act in the spring of 1923. The principal object of this act 
was to establish a Federal credit system through which farmers 
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could obtain production and marketing credit for periods longer 
than those ordinarily supplied by commercial banks. It was not the 
intention of Congress that the new system should supplant the com- 
mercial banks already serving’ farmers, but merely supplement 
these institutions in financing the needs of agriculture. 

The act provided for the establishment of twelve intermediate 
credit banks with districts corresponding to those of the Federal 
land banks. The Federal intermediate credit banks are Govern- 
ment owned and operated. The law provided for each bank a 
capital of $5,000,000 subscribed by the Federal Treasury. By 
December 31, 1924, each bank had called $2,000,000 of its capital. 
The funds from which loans are made to farmers are obtained in 
part through the capital stock subscribed by the Treasury and also 

through the sale of short-time debentures that are secured by the 
! agricultural paper accepted by the banks. The twelve banks are 
jointly liable for all of the debentures issued by any of the banks. 
The debentures of the intermediate credit bank are tax-exempt, 


and, while not Government securities, they are sold under close. 


Government supervision. A ready market, therefore, has been 
found for their sale. ; , 

The intermediate credit banks do not make direct loans to 
farmers. Their advances are made either in the form of direct 
loans to farmers’ cooperative marketing associations or in the dis- 
count of agricultural and livestock paper for banks, livestock loan 
companies, and other credit institutions. While the system has 
been in operation but little more than a year and a half, its growth 
has been rapid. The direct loans which it makes to cooperative 
marketing associations are secured by warehouse receipts or ship- 
ping documents on staple agricultural products. The following 
products have to date been declared eligible for loans: Corn, 
cotton, wool, tobacco, peanuts, broom corn, beans, rice, alfalfa and 
red-top clover seed, hay, nuts, dried prunes, dried raisins and 
canned fruits and vegetables. The interest rate charged by the 
intermediate credit banks ‘on direct loans to cooperative marketing 
associations may not be over 1 per cent above the interest rate at 
which the last issue of debentures was sold. During the past year 
a ready market for debentures has been found at relatively low 
rates and the intermediate credit banks, therefore, have been able 
to make direct advances at rates ranging from 414 to 51% per cent. 

The Federal intermediate. credit banks may also discount for 
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peat banks, livestock loan companies, and other credit agencies 
agricultural paper with a maturity of six months to three years. 
The discount rate charged by the intermediate credit banks may 
not exceed by more than 1 per cent the rate paid on the last deben- 
tures sold. On the other hand, the rate which banks or other in- 
stitutions using the Federal intermediate credit system may charge 
their borrowers may not exceed by more than 1.5 per cent the 
discount rate except by special ruling of the Federal Farm Loan 
Board. 

Provision also has been made for the organization of agricultural 
credit corporations in regions where established credit institutions 
do not provide farmers adequate credit accommodations. These 
agricultural credit corporations may be organized by any group of 
citizens. They are organized under. state law and must have a 
minimum paid-up capital stock of $10,000. The law provides that 
these corporations may rediscount agricultural paper with an inter- 
mediate credit bank up to ten times their capital and surplus. In 
some instances they have been established as subsidiaries of banks 
in order to relieve bank portfolios of slow agricultural paper. In 
other sections they have been organized by farmers and local busi- 
ness men for the purpose of providing a more ample supply of 
production credit. In still other parts they have been set up as 
subsidiaries of cooperative marketing associations with the purpose 


_ of providing production credit for the members of the association. 


Many of the cooperative marketing associations have found their 
activities restricted by the credit arrangements of their members. 
Crops that are mortgaged to local lenders must frequently be sold 
when harvested in order to pay maturing notes. To meet this 
situation a number of state-wide agricultural credit corporations 
have been organized by the cotton and tobacco cooperatives. Some 


_of these corporations have been formed to supply production credit 


and others to finance the delivery of mortgaged crops. They should 
all serve to reduce the dependence of the farmer upon local sources 
of credit and give him greater eoon to market his crop through 
the cooperative association. 

During the relatively short period of their existence the inter- 
mediate credit banks have made substantial advances both in the 
form of direct loans and in discounts. Up to the present the larger 
part of their advances have been made in the form of direct loans 
to cooperative marketing associations. At the close of the year 
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just passed the total direct loans outstanding for all banks 
amounted to $43,775,452. Most of these loans have been made to 
the tobacco, cotton, and raisin associations. The enlargement of 
the credit facilities upon which cooperative marketing associations 
can now draw has contributed no doubt to the recent more rapid 
development of such associations. The advances of the War 
Finance Corporation during the years 1921 to 1924, followed by 
those of the intermediate credit banks, have been of vital impor- 
tance to the cooperatives and have also served to encourage private 
banking institutions to extend credit accommodations more freely 
to cooperatives. 

The rediscount facilities of the intermediate credit system have 
been used mostly by agricultural credit corporations and livestock 
loan companies. The total discounts outstanding December 31, 
1924, amounted to $18,606,984. While to date the largest volume 
of rediscounts have been made through agricultural credit corpora- 
tions, the cattle loan companies have availed themselves of. these 
facilities to an increasing degree. The disastrous experience of 
eastern and middle western bankers with cattle loan paper in 1920 
and 1921 resulted in all but drying up these sources of credit with 
which to finance the needs of range cattle men. It is probable, 
therefore, that the intermediate credit banks will gradually assume 
the role held by the city bankers before the depression in the cattle 
industry. Some hesitancy has been shown on the part of cattle 
loan companies to rediscount all of their paper with the new banks, 
largely because of the limitation placed upon the interest rate they 
may charge borrowers. The recent ruling of the board permitting 
these companies to charge borrowers a maximum of 2.5 per cent 
over the discount rate should result in a still further use of the sys- 
tem by the cattle loan companies. 

State and national banks have used the rediscount facilities of 
the Federal intermediate credit system to but a very small extent. 
This no doubt is in part due to the easy credit conditions that have 
obtained and the ready accommodations afforded by city corre- 
spondents. In rediscounting with the intermediate credit banks 
commercial banks also encounter a disadvantage in the provision 
which limits the amount they may rediscount with the intermediate 
credit banks to twice their paid-in and unimpaired capital and sur- 
plus. Furthermore, they are limited in the interest rate they may 
charge borrowers on rediscounted paper to 1.5 per cent over the 
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discount rate of the Federal intermediate credit bank. In regions, 
therefore, where interest rates are relatively high and local banks 
can readily obtain funds through city correspondents or through 
the Federal reserve banks, there is little to induce them to apply 
for the rediscount privilege of the intermediate credit bank except 
in case of urgent need. 

National agricultural credit corporations are also authorized 
under the act. These corporations, which are chartered by and 
operated under the Comptroller of the Currency, are authorized to 
make direct loans to individuals and to rediscount. agricultural 
paper. They may also issue debentures up to ten times their paid- 
in capital and surplus. Under the Act as originally passed they 
were not permitted to rediscount paper with the Federal inter- 
mediate credit banks, and this may explain why none of these cor- 
porations have been organized. An amendment to the act was 
passed extending to such corportions the rediscount privilege of the 
intermediate credit banks. The extension of -this privilege to 
national agricultural credit corporations may serve to accelerate 
their development. 

Through the establishment of the intermediate credit system a 
new channel has been opened through which intermediate credit 
for the production and marketing of crops may freely flow into all 
parts of the country. Loans are made to both owner and tenant 
farmers on terms and conditions that are liberal. Renewal privi- 
leges are freely granted and partial repayments at the option ot 
the borrower are accepted. Through the sale of tax-exempt deben- 
tures the intermediate credit system should be able to provide ade- 
quate working capital for agriculture at reasonable cost and for 
suitable periods. The system has been in operation but a short time 
and it is too early to fairly appraise its work. While there remain 
many problems in the development and administration of the sys- 
tem, it is already apparent that the intermediate credit banks will 
admirably supplement the commercial ctedit institutions in provid- 
ing for the credit needs of the farmer. 

Wise Use of Credit. The credit problem of the farmer does 
not depend solely upon the availability of credit institutions that 
provide funds for farmers. Credit is based not only upon the se- 
curity that is offered for loans, but quite as much upon the char- 
acter and ability of the borrower. It is important, therefore, that 
farmers so conduct their business that they establish good credit 
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standing. Prompt repayment of loans when due, the efficient or- 
ganization and management of the farm, and reputation for honesty 
and integrity are all important factors in giving farmers a good 
credit rating. 

The use of credit creates obligations which ordinarily must be 
paid off when due. Loans may be obtained by farmers for both 
productive and nonproductive purposes. When obtained for pro- 
ductive purposes, they should be paid normally out of the farm 
earnings. When loans are obtained for nonproductive purposes, 
care should be used in providing for their payment.- Frequently 
farmers can reduce the amount of credit needed through a well-bal- 
anced type of farming, through which an income is derived from 
several sources throughout the year. Since the earnings in farm- 
ing are often low and uncertain, it is usually unwise to purchase 
and operate a farm solely on borrowed capital. 

Credit requirements of farmers will vary between periods when 
conditions are normal or abnormal. When times are good and 
credit is easy, there is often a tendency to use credit more freely 
than is safe. On the other hand, when times are hard, creditors are 
likely to press for settlement of their loans, with resulting hardship 
to borrowers. Many farmers during the past years of depression 
have found themselves in a difficult position because they borrowed 
too freely during the years of prosperity. It is important, there- 
fore, that farmers follow a sound policy in their use of credit and 
that they provide in years of good returns a reserve of liquid assets 
upon which they can draw when times are bad. 


B.—_INTEREST AND REDISCOUNT RATES IN 
RELATION TO FARMERS’ COMMERCIAL 
BANK CREDIT * 


As already explained, the needs of the agricultural 
industry were not taken into consideration in the early 
development of banking facilities. Farmers have had, 
therefore, much difficulty at times in securing adequate 
credit at what they considered a fair rate of interest. 
Bankers must take into consideration the peculiar char- 
acteristics of the agricultural industry when extending 


* Bankers Magazine. Excerpt» review from address delivered by Ivan 
W right of the University of Illinois before the American: Farm Economic 
Association at Pittsburgh, December 30, 1921. 
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loans to farmers. Some of these characteristics are 
described in the following pages.—[Ed. Note.] 


There is a very widespread popular misunderstanding in regard 
to the causes for and consequences of certain interest rates in rural 
districts as charged by local bankers and the rediscount rates of the 
Federal reserve hanks as affecting these interest rates. It is not 
the intention here to go into an analysis of the economic phases of 
either of these problems, but only to endeavor to correct some of 
the wrong impressions about these high rates and the causes for 
them. For this purpose we shail separate the topic into its two 
natural divisions—interest rates and discount rates. No endeavor 
will be made to separate the farmer’s marketing credit from his 
other short-term borrowings. For it is all in a sense commercial 
credit—at least so far as the bank is concerned, no matter for what 
productive purpose used. And the extent of the farmers’ commer- 
cial credit depends largely upon their general credit standing, if 
they are bargaining collectively. But always upon the general 
credit standing of the individual farmers, no matter whether they 


are bargaining collectively or individually. 


Interest Rates. The factors affecting the rate of interest 
charged a farmer by a local banker are numerous, and no outside 
person can know these factors so well as the local banker himself. 
In fact, any classificiation or outline of these factors is sure to omit 
many of the hidden details of individual cases. But roughly the 
usual influences which raise the rates of interest to farmers may be 
enumerated as follows: 

1. The scarcity of deposits in the rural districts makes it a 
matter of policy for the banks to maintain high rates in order to 
eliminate unnecessary credit and thus keep enough liquid assets to 
meet the daily demands of the depositors. 

2. The farmer is not generally in such close contact with the 
local banker as the business man. “ 

3. The paper offered by local bankers for rediscount must con- 
form to specific requirements. This necessitates the bank keeping 
its rates up so that undesirable or too large a volume of credit will 
not be demanded. 

4. The local banker has practically a monopoly of the finances 
in his community. This is particularly true of the southern and 
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western states, where the population is scattered over a wide area 
and seldom more than one bank is found in each country town. 

5. The irregular and unbusiness-like habits of the farmers in 
the payment of their loans justifies the bankers in charging higher 
rates to compensate them for the farmers’ negligence. 

6. Farmers need a longer maturity for short-time credit than 
that required by commercial enterprises. This long maturity of 
farmers’ notes ties up the bank’s resources, and unless dispropor- 
tionate rates are charged, which discourage considerable borrowing 
by farmers, the banker will find himself in an embarrassing situa- 
tion when customers ask for cash. 

7. Loans to farmers in many sections of the country are very 
speculative; for example, the frequent drought-stricken areas of 
Texas and Montana, and the weevil infested areas of the cotton 
growing states; consequently higher rates are justifiable. 

8. The local bank that is not a member of the Federal Reserve 
System and is not able to rediscount its paper with some large city 
bank correspondent, is greatly hampered in its ability to meet 
demands beyond very definite limits no matter how secure the 
paper is. 

9. The size of the loan is an important consideration in the rate 
charges. It costs as much for overhead, clerical service, time, in- 
surance and the like to make a loan of $10 as of $10,000, and 
often because of the necessary safeguards thrown around small 
loans, the costs for making them are greater than the larger loans. 
This is ample justification for a higher interest rate. 

10. If the farmers were organized and borrowed collectively the 
rates should be less than to any individual; because the cost of 
making a loan to a group is much less than making a separate loan 
to each farmer, and the security of the group is considered much 
more reliable than that of an individual farmer. 

11. The natural conditions and the character of the type of 
farming practiced influence the rates of interest. Where the soil 
is poor or the farming speculative, as a one-crop district or fruit 
growing section, the loans for productive purposes are higher than 
in a rich fertile soil where diversified farming is practiced and 
crop failures are seldom. 

12. The character of the farmer himself, when known to the 
local. banker, influences the rate of interest. A farmer who has a 
reputation for honesty and thrift, and is prompt in the payment of 
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his debts, and does careful up-to-date farming is granted a prefer- 
ential rate over the more dubious. 

Any general leveling of interest rates would do injustice to the 
banking system and borrowers themselves. Loans to some farmers 
at 5 per cent are more desired than loans to others at 20, and it is 
not the banker’s fault that this inequality between the farmers 
themselves and their businesses exists. 

Rediscount Rates. For some reason the relationship existing 
between the rediscount rates of the Federal reserve banks and the 
interest rates charged by rural banks has been very wrongly inter- 
preted. In fact, it is commonly believed that the local interest rates 
are high because the Federal reserve or market rediscount rates are 
high. In larger commercial practices where the margin between 
the two rates is so narrow that the lending bank cannot make the 
costs of services of rediscounting and loaning, the rediscount rate 
may be effective in controlling the extension of credit by the in- 
dividual banker, but for the bank where the interest rate is 7 to 
10 per cent, including commissions, and the rediscount rate not 
more than 5, there does not seem to be the slightest possible control 
over the interest rate by the rediscount rate. The claim that the 
high rediscount rates are responsible for the high interest rate 
charged borrowers is only a pretext in so far as rural banks are 
concerned and indeed a very unjust pretext. No doubt this mis- 
understanding is in a large measure responsible for much of 
the opposition against the Federal Reserve System in rural 
districts. ' 

It should be common knowledge that an advancing discount rate 
simply narrows the spread between the rate the borrower pays and 
the Federal reserve bank rate. The borrower’s rate does not ad- 
vance ordinarily as rapidly as the rediscount rate, nor does it de- 
cline as rapidly when once it has advanced. Therefore, with 
declining rediscount rates it is improbable that the general level of 
interest rates will recede equally or in like manner. Even it 
might be very disastrous if the local bank rates receded at the 
same pace as the rediscount rates. Because at the times when local 
banks need to rediscount paper most it is very probable that the 
high interest rates are a necessary check upon reckless borrowing 
or the holding for higher prices by merchants and farmers. It 
would be very unfortunate indeed if the popular assumption that 
rediscount rates control borrowers’ rates were true. Then the 
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Federal reserve banks could dictate interest levels in the United 
States, and the borrowers’ rate would move up and down with the 
rediscount rates and become mechanical and inflexible. . It is very 
necessary that interest rates be adapted to the circumstances of the 
particular individual or firm, and this is one of the most valuable 
characteristics of our banking system. It is doubtful whether any 
student of banking or business man would for a moment approve 
the policy of placing the control of commercial bank rates to bor- 
rowers in the hands of any authority other than the officers of the 
particular bank which is concerned with the loan. Such a situa- 


tion would create the very condition which the Federal Reserve ~ 


Act was in part intended to avoid. That is the centralization of 
control over credit. In order to accomplish this purpose the 
twelve separate district banks were provided, and the nature of the 
work of these banks, as well as their discount rates, will necessa- 
rily be as different as the economic condition of the respective dis- 
tricts dictates. The present conditions whereby every individual 
member bank is absolutely independent and free in the making of 
rates to borrowers in so far as the Federal reserve banks are con- 
cerned is highly desirable for both bankers and borrowers. 


C.—BANK LOANS TO FARMERS ON PERSONAL AND 
COLLATERAL SECURITY * 


The commercial banks of the community have always, 
in so far as they were able, furnished the short-term 
credit needed, and the facility with which the demand 
is satisfied depends upon the nature of the agriculture of 
the individual community. The more diversified the 
farming and the nearer the region to large industrial and 
financial centers, the easier it is to secure adequate credit 
at a favorable rate of interest. The extent of short-term 
loans to farmers, the effect of geographical factors upon 
interest rates and the methods employed by banks in loans 


to farmers are brought out in the following analysis.— 
| Ed. Note. ] 


By far the most important single source of personal and collateral 
credit to farmers, as well as to most other industries, is found in 


*By V. N. Valgren, Associate Agricultural Economist, and Elmer E. 


Englebert, Junior Economist in Farm Finance. United States Department 
of Agriculture Bulletin No. 1048, 
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the commercial banks of the country. With a view to obtaining 
more comprehensive information concerning this source of rural 
credit, the Department of Agriculture recently sent to all banks 
in the United States a questionnaire on loans to farmers. The 
results of this inquiry, so far as they relate to short-time or per- 
sonal and collateral credit, are summarized on the succeeding pages. 

Amount of Personal and Collateral Bank Loans to Farmers. 
The reported amount of bank loans to farmers on personal and 
collateral security, as well as the estimated total amount. of such 
loans outstanding for all banks on December 31, 1920, will be 
found in Table 1. Figures are given for States and geographic 
divisions, as well as for the United States as a whole. The table 
also shows the extent to which the banks of the country replied 
to the questionnaire, and the percentage that the estimated short- 
time loans to farmers constitute of the total loans and discounts. 
of the banks as given in the latest available report of the Comp- 
troller of the Currency. 

The Estimated Amount of Personal and Collateral Loans 
to Farmers. It may be observed from Table 1 that 45 per cent 
of the banks in the United States complied with the request for 
information. Owing to lack of classified data concerning total 
loans and discounts, it was.not found possible to make separate 
estimates for city and country banks. It should be stated in this 
connection, however, that examination showed that the percentage 
_of replies from banks located in larger cities was almost uniformly 
higher than from the country banks of the same States. With this 
fact in mind, it is interesting to note the percentage of banks which 
reported farm business. For the United States as a whole, 76 per 
cent of the banks reporting had some farm business. In the West 
- South Central States, the corresponding figure was 88 per cent, 
and the lowest reported for any geographic division was 45 per 
cent for the New England States. By states, the five highest per- 
centages were as follows: Arkansas,¥95 per cent; Oklahoma and 
Montana, 92 per cent each, and Kansas and North Dakota, 91 per 
cent each. 

The amount of farmers’ personal and collateral loans actually 
reported is in itself significant. Its chief value, however, is that it 
constitutes a basis for estimating the total amount of such loans 
outstanding with banks. In estimating this total, the reports from 
national banks and banks other than national were considered sepa- 
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rately. It was assumed in the case of each class that the ratio of 
farmers’ personal and collateral loans to total loans and discounts 
obtained for the banks reporting was also applicable to the loais 
and discounts of the banks which did not report. In view of the 
fact that city banks, as explained above, were represented in the 
reports rather more largely than country banks, it would seen that 
the estimates arrived at on this basis should be conservative rather 
than the reverse. 

The prominence of agriculture in the West North Central States 
is apparent from the figures in the column showing the estimated 
total personal and collateral loans outstanding to farmers. The 
seven states ‘in this division have about 40 per cent of the total of 
such loans in the United States, and Iowa alone has over 10 per 
cent. 

Turning to the percentage which personal and collateral loans to 
farmers constitute of total loans and discounts of banks in the 
various states, the highest figures again are found for the West 
North Central States. The three states showing highest percentages 
of such loans to farmers are South Dakota, North Dakota, and 


Kansas, where the figures are 67.98 per cent, 62.58 per cent, and > 


60.07 per cent, respectively. 

It has been estimated that the banks of the United States on 
December 31, 1920, held approximately $1,447,500,000 of farm 
mortgage loans.* Combining this figure with the estimated 
amount of personal and collateral loans as shown in the table, 
namely, $3,869,891,415, it appears that last December the banks 
‘of the United States had total loans to farmers approximating 
$5,317,400,000. This amount represented 18.3 per cent of the 
total loans and discounts of all banks. A similar combination of 
the percentages for the estimated totals of the two classes of loans 
indicates that the total bank accommodation to farmers constituted 
78 per cent of the total loans and discounts of all banks in South 


Dakota; 77 per cent in North Dakota; 69 per cent in Kansas; and 
68 per cent in Iowa. 


Seasonal Fluctuation in Personal and Collateral Loans to 


Farmers. It is generally known that in agricultural sections banks 
experience a: gradually increasing demand for credit, which com- 
mences with the planting of crops and reaches a peak immediately 


* Department Bulletin No. 1047, entitled, “Farm Mortgage Loans by 
Banks, Insurance Companies, and Other Agencies,” 
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prior to the time when crops are ready for market. Table I shows 
for the United States and for each of its geographic divisions 
the fluctuations which occurred during 1920 in the amount of 
farmers’ personal and collateral loans outstanding with reporting 
banks. For the United States as a whole, there was a gradual in- 
crease for each month from January to October, when loans began 
to decline. It is apparent, however, that this declirle was very: 
slight, and that the contraction of outstanding debt during the last 
three months of the year was far less than those familiar with 
farm financial practice would normally expect. This feature, 
therefore, emphasizes the fact that 1920 was decidedly an abnormal 
year. 

For the New England States a rather unexpected change occurs. 
In view of the importance of dairying and truck gardening in these 
states and the comparatively steady income from these activities, 
one would hardly expect a variation during the year of over forty 
points. In only two geographic divisions, namely the South Atlan- 
tic and the West South Central, was a greater variation shown. 
It may also be noted that for New England and also for the Middle 
Atlantic division the curves continue upward, and reach their peaks — 
in December. This fact would lead one to believe that the banks 
in these two sections were: in a position to continue extending 
credit for a longer time after the arrival of the credit stringency 
than was the case elsewhere. 

In the East North Central, West North Central, and Pacific 
divisions the amounts outstanding were remarkably uniform dur- 
ing the entire year. This fact is no doubt accounted for, at least 
in part, by the diversified farming which is practiced in these three 
sections, but perhaps also by the fact that toward the end of the 
season farmers found it difficult, and in some cases impossible, 
to obtain the credit they desired and needed. In the South Atlan- 
tic, East South Central, and West South Central divisions the 
fluctuations were marked. In these areas a great deal of money is 
borrowed for the purchase of fertilizer and for food and feed dur- 
ing the crop-producing season. The credit curves, therefore begin 
to rise at once, and continue upward until October. During 
October, November, and December a slight decrease is shown, 
which, however, doubtless falls far short of amounting to a normal 
contraction. The mountain division is what appears to be more 
nearly normal. The peak for the mountain division came in 
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August. During the last four months of 1920 there was a marked 
contraction of loans in this area, reflecting in part, no doubt, a 
rapid marketing of live stock. 

Rates of Interest. Considering the average prevailing rate on 
short-time loans of $100 or more by geographic divisions, the low- 
est average-is found for the Middle Atlantic States, namely, 6.01 
per cent, and the highest for the West South Central States, 9.66 
per cent. For individual states the lowest average is 5.98 per cent 
for New Hampshire, and the highest is 10.17 per cent for New 
Mexico. The smallest variation in the prevailing rate within any 
geographic division occurs in the Middle Atlantic States, where 
New Jersey has an average of 6 per cent and New York and Penn- 
sylvania each 6.01 per cent. In the South Atlantic States, how- 
ever, a variation of 2.72 per cent occurs between Delaware and 
Florida. For individual states, the largest variations in prevailing 
rates appear in Minnesota and Nevada. In Minnesota 9.44 per 
cent is the average for the northwest corner of the state and 7.42 
per cent for the southeastern district. In Nevada three districts 
have an average rate of 8 per cent, while one district, the eighth, 
has an average of 12 per cent. The reasons for sectional varia- 
tions in interest rates are discussed in an earlier bulletin.* 

For the country as a whole, the difference between average 
prevailing rates on short-time loans of $100 or more and petty 
loans is only twenty-five hundredths of 1 per cent. In general, 
this variation is largest in the South Central States where the 
credit needs of the small tenant farmers are a marked feature 
of the rural credit situation. . 

The range in the prevailing rates as reported in Table 2 is also 
of interest. For the United States, 35.2 per cent of the banks 
which replied to this question reported rates varying from 7.50 
to 8.49 per cent. Rates of from 5.50 to 6.49 per cent, which are 
shown as prevalent for New England and Middle Atlantic, dis- 
appear almost entirely in the West South Central and Mountain 
States, where a rate of 9.50 per cent or more was charged by 
three-fourths of the banks. Rates exceeding 11.50 per cent were 
reported. by nearly 9 per cent of the banks in Georgia, by 10 


* Department Bulletin 409, “Factors Affecting Interest Rates and Other 
Charges on Short-time Farm Loans.” 
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per cent of those in Nevada, and by 11 per cent BY those in New 
Mexico. 

Minimum Balance Requirements for Bank Loans to 
Farmers on Personal and Collateral Security. As a rule, 
when a farmer obtains a loan at a bank he leaves the proceeds 
on deposit subject to withdrawal by check. This practice is 
entirely to his advantage as well as to that of the bank, so long as 
he can draw on the proceeds of the loan at his convenience. 
Some banks, however, require that a certain portion of the 
loan be kept permanently on deposit so long as the loan exists. 
This has the effect of making the loan actually extended smaller 
than the face of the note on which the interest charge is based. 
Six per cent of the banks reported a minimum balance require- 
ment on 16.3 per cent of their loans. The purpose of such a 
requirement seems to be either the procuring of a higher rate 
of interest or the reduction of the risk involved by means of 
keeping a certain percentage of the loan in the control of the 
bank. 

As an illustration of the effect which a balance requirement 
has on interest cost, let it be assumed that a farmer obtains a 
loan at 6 per cent on which 20 per cent of the proceeds are 
required to be kept at the bank. The actual interest cost would 
‘then be not 6 per cent but 714 per cent. Similarly, a loan with 
the same minimum balance requirement at a rate of 8 per cent 
would cost the borrower 10 per cent. It seems probable that 
these practices have resulted from the mistake of establishing 
by law a maximum rate of interest which is lower than is justified 
by the available supply of capital in relation to demand. Under 
such circumstances, creditors are tempted to resort to evasions, 
the effects of which many debtors may not comprehend and 
which in many instances no doubt bring the actual cost above 
what it would be if the laws were so drawn as merely to prevent 
actual extortion without attempting to regulate the rate in a 
free and open market. 

Interest Collections in Advance. A second practice which 
has the effect of increasing interest cost is that of collecting the 
interest at the time the loan is made. As indicated, 40 per cent 
of the banks follow this practice on 66 per cent of their loans 
to farmers on personal and collateral security. This would indi- 
cate that, taking the United States as a whole, interest is col- 
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lected in advance on slightly more than one-fourth of all short- 
time bank loans to farmers. This practice, it may be noted, is 
most common in the eastern and southern sections of the country, 
and occurs only rarely in the central or western states. Thus in 
the states of Rhode Island, Connecticut, New Jersey, Pennsyl- 
vania, Virginia, West Virginia, North Carolina, South Carolina, 
Florida, Louisiana, and Tennessee, 90 per cent or more of the 
banks reporting collected interest in advance on a large majority 
of their loans. In Nevada, on the other hand, no bank reporting 
on the question followed this practice. In Wyoming, only Z 
per cent reported collections in advance and on only 2 per cent 
of their loans. In each of the States of Iowa, Minnesota, North 
Dakota, South Dakota, Montana, Oregon, and California less 
than 10 per cent of the banks followed this practice on any part 
of their loans. The collection of 6 per cent interest in advance 
makes the rate on the credit actually obtained 6.4 per cent, while 
the collection of 8 per cent interest in advance makes the actual 
rate 8.7 per cent. 

‘Nature of Security for Farmers’ Personal and Collateral 
Loans. For the country as a whole, 36 per cent of farmers’ short- 
time loans from banks reporting on this subject had no security 
other than the written promise of the debtor to pay at the proper 
time. In lowa 66.3 per cent of the personal and collateral loans 
were of this nature. In other states, loans secured by the in- 
dorsement of one or more persons are the prevailing type. In 
Rhode Island, 97.5 per cent of the personal and collateral loans 
were of this class, as were also two-thirds or more of the loans 
in Vermont, Connecticut, New Jersey, and Pennsylvania. Com- 
bining the figures of the first two columns, it will be observed 
that in the United States, 68 per cent of these loans were strictly 
personal or character loans. The lowest total occurs for Okla- 
homa, where 30 per cent of the loans rest on personal security 
only. 

Considering the kind of collateral pledged, mortgages on live- 
stock are of most importance, 18.3 per cent of the total personal 
and collateral loans to farmers in the United States being based 
on this form of security. In the West South Central and Moun- 
tain States mortgages on livestock are particularly common. 

Crop liens come next in importance, being relatively common 
all over the southern, central, and western part of the country, 
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but practically unknown in states of the East. As the practice 
of crop insurance develops, crop liens will no doubt become 
more common as a form of security. 

Considerable interest has been shown recently in an improved 
system of warehouse receipts. As improved marketing systems 
are adopted for the various farm products, greater attention 
undoubtedly will be given to warehouse receipts. Their accepta- 
bility as security has been demonstrated particularly in certain 
Southern states where warehouses are operated under the joint 
supervision of the state and Federal governments. . 

The flotation and wide distribution of Government bonds dur- 
ing and after the war, which were bought by farmers largely on 
patriotic grounds, will no doubt explain the relatively large and 
uniform percentages of loans reported as secured by stocks and 
bonds. Unfortunately, the farmers as a class have not yet at- 
tained a position where they have an appreciable amount of 
earnings to place in investments outside of their own business. 

Term of Loan. One of the most frequent complaints heard 
with reference to bank loans to farmers is that the term is too 
short to meet the needs of the producers of agricultural products, 
particularly those producing livestock. For the United States as 
‘a whole, nearly one-half of the banks reported a maximum term 
of six months or less, and most of the remaining banks reported 
a term ranging from nine months to a year. The shorter maxi- 
mum term prevails to a larger extent in the East, but in the 
geographic divisions where agriculture is considered of chief 
importance the longer maximum term is more common. 

As might be expected, the average as well as the maximum 
term was reported in approximate periods only. For this reason, 
it was not possible to tabulate the replies in groups which are 
mutually exclusive. For the United States, the average term 
falls between three and six months. Practically one-fourth of 
the loans run for six months or more. In the Eastern states, 
more loans are made for a term of three months or less, than 
for six months or more, but in the Central and Western sections 
the reverse is true. 

Conclusion. For short-time or personal credit, the farmers 
rely mainly on commercial banks, estimated loans from this source 
amounting at the close of 1920 to nearly $3,870,000,000. Data 
are not at hand for a satisfactory estimate of farmers’ personal 


920 MONEY, CREDIT AND BANKING PRINCIPLES 


credit from general stores, implement dealers, and kindred sources 
which are relied upon for a considerable amount of credit, par- 
ticularly in certain sections of the country. Bank credit has 
been unusually costly to the farmer during the past year and a 
half, but there is no doubt that merchant credit has been even 
more so. The interest charges of the merchant are almost in- 
variably higher than those, of the banks in the same locality 
and, in addition, a higher price is frequently placed on goods 
sold to a credit purchaser. 

It would be better for all concerned if all credit were sought 
and obtained from specialized credit agencies and purchases made 
for cash. The truly progressive and constructive rural banker 
makes every effort to acquaint himself with the legitimate credit 
need of the farmers in his community and to supply this need to 
the extent of his ability. Similarly the progressive and con- 
structive merchant frankly points out the advantages of purchases 
with cash instead of on credit. The farsighted and progressive 
farmer in his turn aims to establish definite banking connections, 
is thoroughly frank with the banker as well as with the mer- 

chant, and prompt and businesslike in his dealings with both. 


Small farmers and tenants particularly, who have hitherto been 


without banking connections and who have little security to offer, 
can materially improve their credit status by pooling their security 
and consolidating their credit demands by means of local credit 
associations or credit unions.* The organization of such associa- 
tions should be facilitated by the enactment of suitable state laws 
where such laws do not already exist. 

As indicated on preceding pages, the rate nominally charged 
by banks is not in all cases the actual rate. In some states, the 
practice of requiring a minimum balance from the proceeds of a 
loan to be maintained at the bank, as well as that of collecting 
interest in advance, materially increases the rate on the amount 
actually made available to the borrower. Such subterfuges are 
believed to be contrary to the public interest, and where they are 
the result of unwise legal regulation of rates such regulations 
should be properly modified. 

The rate of interest, so. far as the legitimate credit market is 
concerned, can be lowered only by establishing a new relation- 


*See Department Circular 197, “The Credit Association oe an Agency for 
Short-time Rural Credit,” 
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ship between the supply of capital and the demand for it. This 
can be accomplished only by thrift and saving. The wise farmer 
borrows not merely for the purpose of making a crop, but to 
give him a start in efficient production so as to enable him to 
acquire a working capital of his own. When he has accumulated 
all the capital he himself can profitably use, he continues to save 
a part of his income and at a reasonable profit to himself assists 
in supplying those less advanced than himself with the capital 
that they need. It is only where a spirit of energy and thrift 
prevails in a community, whether agricultural or industrial, that 
real progress in prosperity and well-being is made—a prosperity 
that is shared by all whether they are engaged in a profession, 
in trade, or in agriculture. 

One of the greatest defects of bank loans to farmers under 
existing conditions is that credit is not available for such a 
length of time as is frequently needed by the farmer to mature 
his products and to market them in an orderly manner. For 
the production and marketing of crops, loans for a term of from 
eight to twelve months are frequently needed, and the producer 
of livestock, as contrasted with the feeder or finisher of such 
stock, often needs credit for a period of from one to three years. 
-To obtain a loan under existing conditions, farmers not infre- 
quently are obliged to agree to repay the same at a time prior to 
that at which they have any expectation of being able to meet it, 
and to rely on the hope of being able to renew the loan when it 
falls due. Such a state of affairs is discouraging at the best, 
and often leads to serious results for the borrower. At present 
the maximum term with nearly half the banks is six months or 
less, and only in the case of a very small percentage of the banks 
are loans made for a year or more. Some means must be 
found for providing the crop and live-stock producer with credit 
running for such term as the nature of their business demands. 


QUESTIONS AND EXERCISES 


1. Explain briefly the uses of the different classes of farm credits. 
Z. What restricts the commercial bankers in loaning to the agricultural 

; industry? 

3. In general, what sorts of agricultural regions will have to pay a high 
rate of interest for loans? 

4. Has new banking machinery had any effect upon the amount of credit 
and the interest charged to farmers? 

5. What is the usual security demanded of the farmer hy the banker ? 


CHAPTER XXV 


AGRICULTURAL LOANS (Continued) 


A—THE AGRICULTURAL CREDITS ACT OF 1923* 


The past decade has seen increasing recognition in the United 
States of the peculiar credit needs of the farmer. The first 
important evidence of this recognition, in so far as the Federal 
Government is concerned, is perhaps the appointment in 1913 of 
the United States Commission to Investigate and Study Rural 
Credit Systems in European Countries. This work was done in 
cooperation with the American Commission assembled under the 
auspices of the Southern Commercial Congress. The United 
States Commission, it may be recalled, was appointed by Presi- 
dent Wilson under authority of Congress which appropriated 
$25,000 for the necessary expenses. 

In its report to Congress ¢ the United States Commission rec- 
ommended a system of long-term or mortgage credit for farmers 
and upon this recommendation was based to a certain extent the 
Federal Farm Loan Act, approved July 17, 1916. Under this 
Act, the continental United States is divided into twelve Federal 
land-bank districts, each served by a Federal land bank which 
operates, with minor exceptions, through local associations of 
farmers known as national farm-loan associations. The initial 
capital of these banks was nearly all subscribed by the Federal 
Government. The Act also authorized the organization, by ten 
or more persons, of joint stock land banks, which are privately 
financed and which, like the twelve Federal land banks, operate 
under the general supervision of the Federal Farm Loan Board 
and make loans on farm-mortgage security in much the same man- 
ner, except that loans are made direct to individuals instead of 
through national farm-loan associations. Up to the present time 

* Article by V. N. Valgren, United States Department of Agriculture. 
Copyright by the American Economic Review, September, 1923. 


+ The information and evidence gathered by these two commissions was 


eel as Senate Document No. 214, parts i, ii, and iii, 63d Cong., 1st 
ess. 


$ Published as Senate Document No. 380, parts i, ii, and iii, 63d Cong. 
2nd Sess. 
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seventy-nine joint stock land banks have been chartered, of which 
seventy-four are in active operation. The twelve Federal land 
banks on March 31, 1923, had outstanding farm mortgage loans 
to a total amount of $689,506,533, while the joint stock land 
banks had similar loans to an amount of $300,392,914. The 
total of such loans under the Federal Farm Loan Act was thus 
$989,899,447, representing about one-eighth of the farm-mort- 
gage debt in the United States. These loans, as a rule, have a 
term of thirty-three years, forty years being the maximum term 
permitted. They are repayable in annual or semiannual install- 
ments on the amortization plan. 

Preparatory Work for Intermediate Credit Legislation. 
With reference to rural short-term credit, the United States 
Commission recommended that the National Bank Act be 
amended so as to permit the organization of “national rural 
banks” with a capital of less than $25,000, which is the mini- 
mum for national banks. Such national rural banks, according 
to these recommendations, were to be divided into two classes. 
Those with a capital of $10,000 or over were to enjoy most of 
the privileges of the larger national banks. Those with a capital 
of $2,000 or more, but less than $10,000, were to be relatively 
restricted in their operations, and to constitute essentially co- 
operative rural banks. The Commission further recommended 
the organization under the state laws of credit unions or codpera- 
tive credit associations patterned after organizations of this kind 
in Europe. i 

While no action was taken by the Federal’ Government in line 
with this part of the report, the enactment of credit-union laws 
in various states was undoubtedly hastened by the Commission’s 
recommendations. At the date of this report, 1913, only four 
states had credit-union laws, namely, Massachusetts, New York, 
Wisconsin, and Texas. Since that time ten other states, Rhode 
Island, New Hampshire, Virginia, North Carolina, South Caro- 
lina, Kentucky, Indiana, Nebraska, Utah, and Oregon, have 
enacted general laws on this subject. Only in one state, North 
Carolina, has material advantage been taken of such laws by 
farmers, but in a number of the cities in the Eastern States where 
such laws exist, large groups of urban wage earners have availed 
themselves of the opportunity offered for the organization of 
cooperative savings and loans institutions. 
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In discussing short-term or personal credit for farmers, the 
Commission makes the following observation: 


One of the first very definite and fundamental observations which must 
be accepted as a result of an examination into the characteristics of financial 
institutions in this country which serve farmers, so far as credit is con- 
cerned, is that they were not constructed to serve the special needs of the 
farmers. Because the financial institutions have not been constructed to 
serve the special needs of the farmers, other institutions, such as stores of 
all kinds and persons who are the purchasers of and dealers in farm 
products, have often been forced to furnish the financial aid necessary.* 


A limited recognition of the farmers’ credit needs may also be 
found in the Federal Reserve Act, approved December 23, 1913. 
Under the provisions of this Act, national banks are authorized to 
loan money on farm mortgages to a limited extent, while farmers’ 
credit paper based on personal and collateral security is made 
discountable: for a term not to exceed six months, the limit on 
ordinary commercial paper being three months. 

Following the serious deflation in prices of farm products in 
1920 and 1921, with the resulting financial difficulties, renewed 
attention to the problem of suitable facilities for personal credit 
to farmers was unavoidable. As a means of granting immediate 
relief, the activities of the War Finance Corporation were re- 
vived in the spring of 1921 with a view to encouraging the 
export of agricultural products and thereby improving their price. 
An organization legally known as the Stock Growers’ Finance 
Corporationt with a capital-of $50,000,000 was organized in 
Chicago, with the aid of prominent Eastern bankers and with 
the advice and moral support of the Federal Reserve Board. 
This corporation, which was popularly known as the “livestock 
loan pool,” while organized to serve a different industry, was 
similar in many respects to the so-called Cotton Loan Fund ¢ 
of 1914 through which a sum of $135,000,000 was made avail- 
able for the stabilization of the demoralized cotton market. ° 

On August 24, 1921, the War Finance Corporation Act was 
further amended so as to authorize the corporation to make ad- 


* Report of the U. S. Commission, Senate Document No. 380, 63d Cong 
2d Sess., part iti, p. 10. j i 
il Annual Report of the Secretary of the Treasury on the State of the 
Finances, for the Fiseal Year Ended June 30, 1921, pp. 46-47. 

£ Amal Report of the Secretary of the Treasury on the State of the 
Finances, for the Fiscal Year Ended June 30, 1914, pp. 14-17. 
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vances to banks and other financing institutions or codperative 
associations of producers, which had made advances for agricul- 
tural purposes. This amendment may be looked upon as a dis- 
tinct step in the growing recognition of the farmers’ need for 
what has come to be called intermediate credit, by which is gen- 
erally meant credit based on personal and collateral security, 
but having a term of maturity materially longer than that pre- 
vailing in commercial short-term credit. The corporation under 
this amendment was authorized to make loans and advances for 
periods as long as twelve months, while such loans might be 
renewed from time to time for a total period not to exceed three 
years. Under this provision, the corporation up to March 31 
of the current year approved advances amounting to $455,565,362. 
A material part of these approved advances have, however, never 
been called for by the institutions accommodated. The knowl- 
edge that additional funds were available if needed was in all 
cases an important factor in relieving the financial stress. As 
a result of this new activity of the War Finance Corporation, 
the assistance of the livestock loan pool was found to be no 
longer needed, just as the aid of the Cotton Loan Fund of 1914 
soon became unnecessary by reason of the new discount facilities 
provided by the Federal reserve banks, coupled in this case with 
a rapidly improving demand for cotton. 

The Act of 1920 making appropriations for the Department 
of Agriculture for the fiscal year ending June 30, 1921, carried 
a provision for the appointment of a joint committee of the two 
Houses of Congress “to investigate and report at as early a date 
as may be possible as to the practicability of establishing a sys- 
tem of short-time rural credits in the United States and to ‘rec- 
ommend such legislation as may be practical and desirable to that 
end.” The committee as appointed consisted of the chairman 
and two other members from each of the following four com- 
mittees: Agriculture and Forestry in the Senate, and Agriculture 
in the House; Banking and Currency in the Senate, and the 
House committee with similar title. The committee was allowed 
$5,000 for necessary expenses and this allowance was increased 
by an equal amount a year later. While the committee gathered 
considerable data on rural credits, a part of which was published 
in December, 1920, under the title of Memoranda for the Use 
of the Joint Congressional Committee on Short-time Rural 
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Credits, none of the bills on the subject, so far as the writer is 
aware, are directly traceable to the work of this committee. 

During the first extra session of the 67th Congress there was 
created the Joint Commission of Agricultural Inquiry, consist- 
ing of five members from each House of Congress, which com- 
mission was directed to investigate the following subjects and 
report to the Congress: 


1. The causes of the present condition of agriculture. 

2. The cause of the difference between the prices of agricul- 
tural products paid to the producer and the ultimate cost to the 
consumer. 

3. The comparative condition of industries other than agri- 
culture. 

4. The relation of prices of commodities other than agricul- 
tural products to such products. 

5. The banking and financial resources and credits of the 
country, especially as affecting agriculture credits. 


The commission, of which Congressman Sydney Anderson of 
Minnesota was chairman, made exhaustive inquiries into the 
above-mentioned phases of the agricultural situation and issued 
a report in four parts, one of which deals exclusively with credit. 
At the close of the report on credit,* which was submitted in 
October, 1921, the commission summarizes the “Defects and 
deficiencies of the banking machinery,” as found in the inquiry, 
and makes specific recommendations. In January, 1922, these 
recommendations were embodied in what came to be known as 
the Lenroot-Anderson bill, from the sponsors of the bill in the 
two Houses of Congress. 

Among the large number of rural credit bills introduced in 
Congress prior to the recent session at which the Act here con- 
sidered was passed, may be mentioned the McFadden bill, often 
called from its unofficial author the Milliken bill, which provided 
for an elaborate system of rural credits, coupled with a system 
of agricultural insurance; the Simmons bill and the Norbeck 
bill, each of which provided under somewhat different plans 
for an intermediate credit system based on the present organiza- 
tion of the War Finance Corporation; the Lenroot-Anderson 


ae redit-Repowt of the Joint Commission of Agricultural Inquiry, House 
of Representatives, no. 408, part xi, 67th Cong., Ist Sess. 
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bill, already mentioned, which provided for an intermediate credit 
system to be operated in close relationship to the Federal land 
banks; the Capper-McFadden bill, which authorized the organiza- 
tion by private initiative of agricultural credit corporations with 
special reference to the need of the livestock industry; the Nor- 
beck-Strong bill, more generally called merely the. Strong bill, 
which made certain changes in the mortgage credit system under 
the original Federal Farm Loan Act. Both the Capper-McFad- 
den bill znd the Lenroot-Anderson bill carried amendments to 
the Federal Reserve Act with a view to enlarging the facilities 
of the reserve banks with reference to agricultural paper. Con- 
siderable time was consumed in hearings and informal confer- 
ences on these bills. The members of the so-called Farm Bloc 
particularly gave a large part of their attention to the credit 
problem. 

The National Agricultural Conference called by the Secretary 
of Agriculture at the request of the President of the United 
States, met at Washington, D. C., January 23-29, 1922. This 
body, consisting of 366 delegates from all parts of the United 
States, gave considerable attention to the problem of rural credit 
and indorsed in general terms the plan recommended by the 
Joint Commission of Agricultural Inquiry, or in other words, 
the Lenroot-Anderson bill, which had shortly before been intro- 
duced in Congress. It also recommended the increase of the 
loan limit by Federal land banks from $10,000 to $25,000, and 
urged representation of the shareholders of these banks in the 
bank directorates. 

With the opening of the fourth and last session of the 67th 
Congress, in December, 1922, an extra session having preceded 
each of the two regular sessions, the Lenroot-Anderson bill in 
modified and amplified form was reintroduced in both Houses of 
Congress. The Capper-McFadden and the Norbeck-Strong bills, 
which also had been materially modified, were similarly reintro- 
duced.* 

In January, 1923, the Senate passed both the Lenroot bill and 


* In each case where a double name is here given for a bill the first 
name is that of a Senator and the second that of a Representative. However, 
in each: House of Congress such bill is generally referred to by the name 
of the member of that House who introduced the bill, if a name is used at 
all, the official designation of a bill being by number, 
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the Capper bill, while shortly afterward the House passed the 
Strong bill. For a time it seemed as if no legislation would result 
because of the continued divergence of opinion in and out of 
Congress. Some Congressmen, as well as others, felt that the 
Lenroot-Anderson plan provided quite adequately for the farmers’ 
intermediate credit needs. Other Congressmen, as well as per- 
sons outside of Congress, contended that the Capper bill alone 
would suffice to meet these needs. There was considerable 
opposition: to various features of the Strong bill. 

On March 1 the House combined into a comprehensive meas- 
ure and passed the Lenroot bill, the Capper bill, and the Strong 
bill, making the measure in form an amendment of the Capper 
bill. On the same day conferees of the Senate and the House 
were appointed. These conferees did very effective work in 
revising and reconciling the Senate and the House bills into what 
became the Agricultural Credits Act of 1923, and reported the - 
results to their respective Houses on March 3d. Both Houses 
acted favorably on the conference committee’s report and the 
bill was approved by the President on’ Sunday morning, 
March 4th. 

Outline of the Act. The Agricultural Credits Act of 1923 is 
divided into five parts or titles which deal with the following 
topics : 


Title I. Federal Intermediate Credit Banks.* 

Title II. | National Agricultural Credit Corporations. 

Title III. Amendments to the Federal Farm Loan Act (i.e., 
to the present “Title I” of said Act). 

Title IV. Amendments to the Federal Reserve Act. 

Title V. | Miscellaneous Provisions. 


With the exception of Title III, ‘which amends a number of pro- 
visions concerning the twelve Federal land banks as farm-mort- 
gage institutions, the Act deals almost exclusively with the 
problem of providing the farmer with needed intermediate credit. 

Under the provisions of Title I, twelve Federal intermediate 
credit banks are established, one to be located in each city now 
having a Federal land bank. These intermediate credit banks 
are to be managed by the officers and directors of the several 


* The provisions regarding these banks are appended as “Title II” to the 
Federal Farm Loan Act. 
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Federal land banks who are made ex-officio officers and directors 
of the new banks. The intermediate credit banks are given 
the usual corporate powers and may act as fiscal agents of the 
Government. 

The powers of these intermediate credit banks include the 
discount and purchase of agricultural and livestock paper for and 
from banks, livestock loan companies, agricultural credit corpora- 
tions, other Federal intermediate credit banks, and various classes 
of farmers’ cooperative associations. They may also make loans 
direct to such cooperative associations when the loans are secured 
by warehouse receipts or by mortgages on livestock. The loans, 
advances, and discounts of intermediate credit banks must have 
a maturity of not less than six months nor more than three years. 
The Secretary of the Treasury is authorized and directed to 
subscribe to capital stock as called for by the directors of these 
-banks with the approval of the Federal Farm Loan Board, in an 
amount not to exceed $5,000,000 for each bank. To provide addi- 
tional funds, the Federal intermediate credit banks may issue and 
sell collateral trust debentures with a maturity not to exceed five 
years, such debentures to be secured by discounted or purchased 
agricultural and livestock paper under rules prescribed by the 
‘Federal Farm Loan Board. The amount of such debentures out- 
standing must at no time exceed ten times the paid-in capital and 
surplus of the bank, and the interest rate may not exceed 6 per 
cent. The United States Government assumes no liability on these 
debentures. 

Discount rates are to be established in the first place by each 
Federal intermediate credit bank with the approval of the Federal 
Farm Loan Board. After debentures have been issued, the rates 
of discount may not exceed by more than 1 per cent the rate paid 
on the last debentures issued. It is further provided that paper 
discounted by a Federal intermediate credit bank must not involve 
a rate to the borrower more than 114 per cent above the discount 
rate. Debentures may be bought at or below par and retired 
before maturity at the option of the bank. Each of these banks 
has direct liability for interest and principal on its own debentures 
and contingent liability on debentures issued by other Federal 
intermediate credit banks. 

The joint expenses incurred by or in behalf of the Federal land 
banks, joint-stock land banks, and Federal intermediate credit 
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banks are to be apportioned among them by the Federal Farm 
Loan Board. The net earnings of the intermediate credit banks 
are to be paid one-half to the United States and one-half into a 
surplus fund until such fund equals 100 per cent of the subscribed 
capital stock, after which 10 per cent of the net earnings are added 
to the surplus and the remaining earnings are paid to the United » 
States as a franchise tax. In case of dissolution of a Federal 
intermediate credit bank, the net assets, if any, become the prop- 
erty of the United States. 

The Comptroller of the Currency is required to furnish reports 
on national banks and special provision is made for the examina- 
tion of other institutions with which a Federal intermediate credit 
bank deals or contemplates dealing, as well as for the examination 
of the Federal intermediate credit banks themselves. Provision 
is also made for the examination and valuation of the security on 
the basis of which credits are extended by these banks. 

The Federal Farm Loan Board will supervise the Federal inter- 
mediate credit banks in much the same manner as it now super- 
vises the twelve Federal land banks and penalties are provided 
for false statements or fraudulent acts on the part of officers, 
agents, or receivers of these banks, as well as for counterfeiting 
its debentures or other paper. No Federal intermediate credit 
bank is permitted to receive any fees or commissions other than 
those specifically authorized in the act. 

The privileges of tax exemption applicable to the Federal land 
banks are also extended to the intermediate credit banks, including 
their capital, reserve or surplus and the income therefrom. The . 
debentures issued are held to be instrumentalities of the Govern- 
ment and entitled to enjoy the same tax exemptions as are ac- 
corded Federal farm-loan bonds. 

Title II of the Act, which in modified form comprises what 
was earlier referred to as the Capper-McFadden bill, authorizes 
the organization of “national agricultural credit corporations.” 
Such corporations, which must have a capital of not less than 
$250,000, may be organized by five or more persons by filing 
articles of incorporation with the Comptroller of the Currency. 
The contents of such articles are prescribed in the Act and the 
powers granted these corporations are carefully enumerated. The 
term of incorporation is limited to fifty years. Among the trans- 
actions which may be performed are the discount, rediscount, or 
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purchase and sale of various classes of credit paper issued or 
drawn for an agricultural purpose. The term of discount must 
not exceed nine months, except where the security is represented 
by maturing or breeding livestock or dairy herds, in which case the 
discount period may be as long as three years. 

The corporations may also deal in United States securities and 
may act as fiscal agents of the United States. They may issue 
debentures under the supervision of the Comptroller of the Cur- 
rency. As in the case of the Federal intermediate credit banks, 
the Government assumes no liability on these debentures. The 
amount of such debentures issued by any corporation may not 
exceed ten times the paid-up capital and surplus, and the term for 
which they are issued may not exceed three years. 

No limitation is placed on interest rates charged by national 
agricultural credit corporations aside from those already existing 
in state law. Willful violation of state laws on this subject 
forfeits the full interest on the note or bill involved. 

This title also authorizes the organization of special rediscount 
corporations which must have a capital of not less than a million. 
dollars. Such corporations may rediscount agricultural paper for 
national agricultural credit corporations and for banks or trust 
companies which are members of the Federal Reserve System. 
They may discount paper for farmers’ cooperative associations 
when such paper is secured by non-perishable and readily market- 
able agricultural products and has a maturity of not more than 
nine months. They may also exercise most of the other powers 
conferred on the smaller corporations organized under this title of 
the Act, except that they may not make loans direct to individuals. 

National agricultural credit corporations, except rediscount cor- 
porations, are required to deposit with the Federal reserve bank of 
their district, bonds or other obligations of the United States in 
an amount not less than 25 per cent of their paid-in capital stock, 
and must keep on deposit with such bank at all times a sum not 
less than 7% per cent of their aggregate indebtedness. They are 
to operate under the supervision of the Comptroller of the Cur- 
rency and provision is made for the appointment of an additional 
Deputy Comptroller to assist in their supervision. The cost of 
such supervision is to be assessed against the corporations super- 
vised. Banks which are members of the Federal Reserve System 
may, with the consent of the Comptroller of the Currency, invest 
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not more than 10 per cent of their paid-in capital and surplus in 
the stock of one or more national agricultural credit corporations 
and moneys of such corporations may be kept on deposit subject 
to check in any member bank of the Federal Reserve System. 

Existing livestock loan corporations organized under state law 
may reorganize under the provisions of this title. One or more 
national agricultural credit corporations may under stipulated 
conditions consolidate into one corporation. 

National agricultural credit corporations will be subject to tax- 
ation by state authority to the same extent and in the same manner 
as national banks are taxed and the debentures or other obliga- 
tions of such corporations must not be taxed at a higher rate than 
the rate applicable to other moneyed capital in the hands of indi- 
vidual citizens of the state. Severe penalties for wrongful or 
fraudulent acts by officers, employees, or agents of national agri- 
cultural credit corporations are provided. The use of “National 
Agricultural Credit Corporation” in the corporate name is lim- 
ited to corporations organized under this Act. 

Title II also carries a provision authorizing the Secretary of 
Agriculture to license qualified persons to inspect livestock as a 
basis for loans. Under the plans worked out for putting into effect 
this part of the Act, persons so licensed, after giving satisfactory 
evidence of their qualifications, will be in position to serve not only 
the new credit agencies established or authorized by this Act, but 
also any private agency in need of the services of livestock in- 
spectors with established qualifications and experience. The li- 
censees will, of course, be compensated for services as inspectors 
exclusively by the loan agencies who employ them. 

Title III of the Act increases the Federal Farm Loan Board 
from five to seven members. This means that, henceforth, there 
will be six appointed members in addition to the Secretary of the 
Treasury who is ex-officio member and chairman of the board. 
Not re than three of the appointed members may be chosen 
from the same political party. The Federal Farm Loan Board, 
according to this part of the Act, shall levy an assessment upon 
the Federal and joint-stock land banks in proportion to their 
gross assets of sufficient amount to cover the salaries and expenses 
of the board and of examiners, registrars, and other necessary 
employees. _ This part of Title III conflicts somewhat with a pro- 
vision in Title I and the fact that Federal intermediate credit 
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banks are not here called upon for their share of the joint ex- 
penses is undoubtedly to be ascribed to an oversight due to the 
haste with which the several bills were combined into a single 
measure. The Strong bill, from which this provision is taken, 
was intended to amend the provision governing the existing farm 
mortgage system and naturally had in it no reference to Eodera 
intermediate credit banks. 

One of the important provisions of this title is the increase of 
the maximum mortgage loan to individual farmers from $10,000 
to $25,000. It is further provided that one of the Federal land 
banks may, with the approval of the Federal Farm Loan Board, 
establish a branch in Porto Rico, and the same provision holds 
with reference to Alaska. Loans by such branches are, however, 
limited to $10,000 to any one individual as in the original Farm 
Loan Act and the term of such loans made in the colonial posses- 
sions of the United States is limited to twenty years, while the 
maximum term permitted for loans in continental United States 
remains as before, forty years. The interest rate charged by such 
branch banks may not exceed by more than 1% per cent the rate 
paid on the last issue of bonds, while the corresponding margin 

on loans within the United States is limited to 1 per cent. 

_ The original Federal Farm Loan Act provided that until stock 
to the amount of $100,000 had been acquired by the borrowers, 
_ the bank should operate under what was known as the “temporary 
organization.” Under such temporary organization, the Federal 
Farm Loan Board appointed five directors to manage each bank. 
After the required amount of capital had been subscribed by the 
borrowers, each borrower being obliged to subscribe an amount 
equal to 5 per cent of his loan, the so-called permanent organiza- 
tion, under which six out of nine directors were to be elected by 
the borrowers and the other three appointed by the board,-was to 
be instituted. 

During the war an Act was passed by Congress authorizing the 
Secretary of the Treasury to purchase farm-loan bonds in stipu- 
lated amounts, and this Act also provided that the temporary 
organization of the Federal land banks should continue in force as 
long as any Federal farm-loan bonds were held by the Treasury. 
While a block of such bonds is still held by the Treasury, the new 
legislation provides for putting into effect immediately the perma- 
nent organization of the Federal land banks on a plan somewhat 
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modified from that originally contained in the Federal Farm Loan 
Act. 

The new provisions regarding the permanent organization are 
as follows: three directors, to be known as local directors, are 
elected by the stockholders, one such director being chosen from 
each of three divisions into which each land bank district is 
divided. Stockholders of the bank in each division, whether these 
be associations or borrowers through agencies, first nominate one 
candidate for the board of directors. From a list of the ten 
candidates receiving the largest nomination vote, the stockholders 
in each division then elect one board member. Three directors, 
to be known as district directors, are to be appointed by the Fed- 
eral Farm Loan Board. Each association and each borrower 
through agencies also nominate one candidate for director at 
large, and from the three persons having the largest number of 
votes for nominee for this position the Federal Farm Loan Board 
selects a director at large. After the first election all directors are 
chosen for a term of three years. 

A number of minor amendments are also made, one providing 
that the Federal land banks may issue consolidated bonds of the 
twelve banks through the agency of the Federal Farm Loan 
Board, while the presidents of the twelve banks are constituted a 
bond committee. Another amendment provides that in the case 
of liquidation of a national farm-loan association, its stock shall 
be canceled and stock of the bank issued instead direct to borrow- 
ers. Such stock held directly in the bank carries double liability 
the same as stock held in a national farm-loan association. 

Title [IV amends the Federal Reserve Act in a number of 
particulars. Among these may be mentioned a provision authoriz- 
ing the admittance of a state bank to the Federal Reserve System, 
providing the capital of such bank is equal to 60 per cent of the 
amount required of national banks similarly located, and providing 
that such capital be increased within a reasonable time to the 
amount required of national banks. The definition of “agricul- 
tural paper” is liberalized so as to include loans to cooperative 
associations for grading, processing, packing, and preparation for 
market of agricultural products. The maximum term of discount 
on agricultural and livestock paper is extended from six months 
to nine months. Acceptances drawn for an agricultural purpose 
and secured by warehouse receipts may be discounted for a period 
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of six months, while other acceptances discounted must as before 
have a maturity of not more than ninety days. © 

Title V of this Act extends the active life of the War Finance 
Corporation from July 1, 1923, to February 29, 1924, this action 
being deemed necessary in order that the new intermediate credit 
machinery established and authorized by the Act might be in full 
operation before the assistance of the War Finance Corporation 
was removed. 

It is finally provided that a Joint Congressional Committee of 
three members of the Banking and Currency Committee of the 
Senate and five members of the corresponding committee in the 
House, be appointed to study the question of inducing state banks 
more generally to join the Federal Reserve System and to report 
its findings to Congress. This action was evidently dictated by 
the same motive that inspired essentially the whole of this Act, 
namely, that of making enlarged discount facilities available to’ 
agricultural districts. Such facilities would, of course, be greatly 
enhanced if a larger percentage of the state banks were members 
of the Federal Reserve System. At present only about 1,600 of 
approximately 22,000 banks operating under state laws are mem- 
bers. Of this latter group, nearly 10,000 were eligible under the 
original Federal Reserve Act and a large number of others are 
made eligible by the reduced requirements of the Act here 
considered. ; 

Criticism and Comments. As would perhaps have happened 
with any legislation on this subject, the Act has been criticized 
from many points of view. Some hold that the legislation was 
unnecessary, adding a needless amount of credit machinery, and 
that existing facilities were adequate for the farmer, as well as for 
the business man. Many farmers, on the other hand, feel that 
the legislation does not go far enough, inasmuch as no provision 
is made for loans direct to individuals, and not a few appear to 
believe that the capital provided for the intermediate credit banks 
falls materially short of what is needed. 

Others, while conceding the need for some legislation, criticize 
many of the provisions of the act as being unduly paternalistic, 
as putting the Government too directly in the business of supply- 
- ing credit, and as tending toward bureaucracy. The tax-exempt 
features of the Federal intermediate credit banks and of the deben- 
tures to be issued by them have been criticized with particular 
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severity. Yet others object to the coupling of the intermediate 
credit banks with the existing Federal land banks, which, as orig- 
‘inally created, had a very specific field of operations. The righit 
to issue debentures on the part of the privately organized and 
financed national agricultural credit corporation has been criti- 
cized, as tending toward a bewildering confusion in the number 
of bonds and debentures issued either by governmental agencies or 
by agencies under close governmental supervision. | 

The provisions under Title III have been objected to on the 
“assumption that the increase in the loan limit to individual farmers 
was unnecessary and undesirable; also on the ground that the 
permanent organization of the Federal land banks does not pro- 
vide the measure of control by the borrowers, who constitute the 
stockholders, that was promised under the original Act. A brief 
examination of these various criticisms and objections may be of 
‘interest. 

With reference to the need for additional credit machinery, it 
may be said that substantial ground undoubtedly exists for the 
argument often advanced that our hitherto existing banking system 
has been devised primarily with a view to meeting the needs of 
commerce and industry with little consideration for the peculiar 
credit needs of agriculture. The farmers’ turnover is slow as 
compared with that of trade and manufacture. It depends more 
directly upon seasons and cycles of nature, which cannot be ma- 
terially shortened by artificial means. This is true both in crop 
production and in the breeding and raising of live-stock for meat, 
hides, wool and other animal products. Although commercial 
and manufacturing interests in so far as operating credit is con- 
cerned, are in general served by loans for a term of three months 
or less, a considerable part of the farmers’ operating credit, in 
order fully to meet his needs, must run for periods longer than six 
~ months and in the case of live-stock production: particularly, for a 
period of several years. 

Under our hitherto existing system this need for what has come 
to be called intermediate credit has been met in a haphazard 
manner by a series of renewals of nominally short-term loans. 
Under this plan the farmer has, as a regular practice, been obliged 
to agree to repay his loan at a date materially earlier than that at 
which either he or the lender expected that the loan could be 
repaid. By this makeshift and unscientific practice the portfolios 
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of numerous country bankers have been given an appearance of 
liquidity which in fact did not exist. 

When conditions have been normal, the farmer, as a rule, has 
experienced little difficulty in obtaining a renewal of his loan until 
such time as the project for which the loan was obtained was 
completed and had yielded the expected returns. In times of 
financial stringency, however, he frequently found, to his sorrow, 
that it is highly unwise to agree to a contract which one is in no 
position to fulfill. Even in times when renewals are readily 
obtainable,. it seems unwise, if not absurd, that the members of 
any group of our economic organization should find it necessary 
by agreement to place themselves at the mercy of their creditors, 
notwithstanding that the purpose of the loan is entirely legitimate 
and the returns from the venture relatively certain, provided the 
necessary time is allowed. 

A few critics, including a certain number of farmers, have 
either opposed or belittled the new credit legislation on the ground 
that farmers, in many cases, have been extended too much credit 
and have suffered as a consequence. These frequently point to 
the amount of outstanding farm mortgage indebtedness, as well as 
outstanding personal credit to farmers by banks and merchants, 
in support of their argument. There is little doubt that many 
farmers have: suffered and are now suffering from an unwise and 
excessive use of credit. The fact that some farmers have abused 
their credit privileges would seem to be no sound argument, how- 
ever, against making ample and suitable credit available for that 
far larger class of farmers whose productive capacity and result- 
ing prosperity are greatly enhanced thereby. To deny proper 
credit facilities to all farmers because a few of their number have 
made unwise use of credit seems no more justifiable than would 
be a policy of reducing the credit facilities of commerce and 
industry because certain individuals in these lines have used credit 
improperly. ‘ 

Agriculture as a whole is financed by the operators’ own capital 
to a materially greater extent than any other important industry. 
The outstanding farm mortgage credit, according to a recent joint 
estimate by the Bureau of the Census and the Department of 
Agriculture, was on January 1, 1920, $7,857,700,000. The per- 
sonal and collateral bank credit to farmers was estimated, on the 
basis of an inquiry by the Department of Agriculture in the spring 
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of 1921 when such credit was undoubtedly abnormally large, at 
$3,870,000,000.* No satisfactory estimates are available for the 
amount of merchant credit to farmers, but it undoubtedly falls 
somewhere between $1,000,000,000 and $3,000,000,000. The pres- 
ent total outstanding credit to farmers can hardly reach $15,000,- 
000,000. According to the census of 1920, farm property includ- 
ing land and buildings, implements and machinery and livestock, 
but not including seed, feed, or products held for direct use or 
for future sale was valued at $77,924,100,338. Even allowing 
for considerable shrinkage in this valuation since 1920, the total 
farm indebtedness falls well below 20 per cent of the gross value 
of farm property. Most other important industries use borrowed 
capital to amounts varying from a third to two-thirds of their 
capitalized value. 

Farmers, like others, need to be cautioned against resorting to 
credit except when this means of getting control of added capital 
carries with it sound prospects of profitable use. The farmer, as 
well as any other member of industrial society, who needs credit 
and has the ability and the opportunity to use it profitably, should, 
so far as humanly possible, be provided such credit in the amount 
and on the conditions that meet his requirements. 

Those who object to the inadequacy of the new credit legislation 
on the ground that since it makes available no loans direct to 
individuals, it helps the bankers rather than the farmers, fail to 
see the difficulty, if not impossibility, of a national system of 
personal credit which deals directly with the individual farmer. 
In this respect personal credit presents a radically different prob- 
lem from farm-mortgage credit. The latter is based on land as 
security, which is concrete, tangible and relatively indestructible 
and can be dealt with under general rules applicable, with minor 
exceptions, to all parts of the country. In contrast, personal 
credit, whether strictly short-term or intermediate, rests to a 
considerable extent on character, productive capacity and other 
personal characteristics, which vary widely between different 
individuals. To the extent that it does rest upon specific tangible 
security, such security is subject to removal or destruction to a 
far greater extent than is the case with land. To establish a per- 
sonal credit system which would reach individual farmers in all 
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parts of the country without the use of banks or other organiza- 
tions as intermediaries would involve an amount and complexity 
of machinery which, if the system were to be self-sustaining, 
would make the cost, or interest rate, exceedingly high. 

The Federal intermediate credit banks are intended to utilize 
existing financial machinery as far as possible. Only in the case 
of cooperative associations of producers of agricultural products 
can their funds be obtained by farmers without the intervention 
of a bank or other specialized credit institution. In all cases, 
some local institution or organization must pass upon the need 
and the capacity for credit of the individual and assume either 
direct or contingent liability on the loan. 

The objection frequently heard against the bill which in effect 
became Title I of the Credits Act, that the capital provided was 
entirely inadequate, can be proved or disproved only as the result 
of actual experience. It should be remembered, however, that 
while the farmer does need credit for a term longer than’ the three 
or six months’ limit hitherto granted by the ordinary commercial 
bank, this is by no means true of all the credit used by the 
farmer. A considerable amount of credit, particularly during or 
following harvest-time, will continue to be wanted for a few 
months only and will, no doubt, be furnished by commercial banks 
as it has been in the past without resort to any discounts with the 
intermediate credit banks or national agricultural credit corpora- 
tions. Furthermore, it should be remembered that the Federal 
reserve banks have, by the new legislation, been placed in position 
to care for agricultural paper with a maturity up to nine months 
instead of six. 

The fact that a considerable amount of the advances approved 
by the War Finance Corporation has never been called for by the 
institutions accommodated, would seem to indicate that for banks, 
as well as for farmers’ cooperative associations, the mere knowl- 
edge that advances are available is often sufficient to inspire con- 
fidence and open numerous private sources of credit. For this 
reason, it is believed that it would be unfair as well as unjust to 
estimate the value of the intermediate credit banks entirely by the 
volume of business that they do, The mere existence of these 
institutions may be expected to prove of decided benefit to coop- 
erative associations and rural financial institutions, and indirectly 
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to the individual farmer, even when little or no discounts from this 
source are either sought or obtained. 

The charge of paternalism against the new intermediate credit 
system would seem to apply with considerable force, and the atti- 
tude of individuals toward it is likely to be influenced to a con- 
siderable extent by their preexisting bias for or against govern- 
mental economic activity of any kind. There is little doubt, how- 
ever, that many supported this plan who on principle are opposed 
to any extension of governmental functions. The need for better 
rural credit facilities had become fully recognized and only by 
direct governmental action could results be quickly accomplished. 


It is generally conceded that the War Finance Corporation under 


its amended charter has met a real and important need. This 
institution has functioned as a temporary agency and according 
to its management could not on its present plan continue to give 
service for an indefinite length of time. The need that this cor- 
poration has served and will continue to serve for several months 
to come is, however, a permanent need, even though the lack of 
facilities for supplying it becomes most apparent during periods 
of depression such as that from which agriculture has suffered so 
severely during the last few years. 

The provision for exempting the new intermediate credit banks 
and their debentures from income or other taxes except taxes on 
real estate, gives opportunity for one of the strongest objections 
against the plan. That tax-exempt securities under our present 
system of graduated income taxes are an evil, and that such secur- 
ities are increasing at an alarming rate, must be conceded. There 
is considerable ground for the feeling, however, that the tax- 
exempt securities hitherto issued have henefited the urban dweller 
to a far greater extent than they have benefited the farmer. 
While bonds wholly or in part tax exempt are issued by rural 
political units, as well as by cities, and while the farmer may be 
said to derive benefit from such issues by states and counties to 
much the same extent as the urban dweller, yet there are large 
volumes of tax-exempt securities which are of no direct interest 
or benefit to the farmer. In nearly all our larger municipalities 
the inhabitants provide themselves with a water system constructed 
with the aid of securities wholly or in part tax exempt. To some 
extent, the same is true of electric plants, gas plants, and other 
public utilities and improvements. The farmer has not been priv- 
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ileged to issue tax-exempt notes or debentures to enable him to 
drill a well, to install an electric plant, or gas plant, or to build 
a sidewalk in front of his home, but under the rural credit legisla- 
tion of 1916 and 1923 this can in effect be done. It would seem, 
therefore, that until the issuance of tax-exempt securities is pro- 
hibited to all groups and classes, the farmer has a fairly sound 
claim to benefits from this source on the simple principle of fair 
play. In general, it is believed that very little opposition will be 
found among farmers to any plan that-eliminates all tax-exempt 
securities. . 

The question of coupling, the new intermediate credit banks 
with the existing Federal land banks caused a considerable con- 
troversy during the consideration of the Act. A few persons 
believed that an intermediate credit system could more appropri- 
ately be made an adjunct of the Federal reserve banks than of the 
Federal land banks. Intermediate credit is, after all, personal and 
collateral credit of much the same kind as is now dealt with by 
the Federal reserve banks with the one difference of a longer term 
of maturity. With proper authority and some additional facilities 
it was felt that the Federal reserve banks could handle intermedi- 
ate credit with greater ease and less additional expense than can 
the Federal land banks. 

Other persons in and out of Congress felt that the intermediate 
credit system should be entirely separate and independent, and 
that to tie it up either with the Federal land banks, or with the 
Federal reserve banks would be to hamper and cripple its efficiency 
and usefulness. This was the position, of course, taken by ex- 
ponents of the Simmons bill, the Norbeck bill, and other bills 
involving a plan based on a modification of the War Finance 
Corporation into a permanent rural credit agency. 

The supporters of the Lenroot-Anderson bill, which, with minor 
changes, constitutes Title I of the Act, held that it was highly 
desirable to couple the new banks with’an existing system. One 
of the reasons for this position was the feeling that while a source 
of discounts and advances to supply intermediate credit needs was 
essential, it might in normal times remain largely a potential 
source. With the intermediate credit banks closely associated with. 
the existing land banks and managed by the same officers and 
directors, a nucleus exists which may be quickly expanded as 
demand for intermediate credit dictates. In times when little 


942 MONEY, CREDIT AND BANKING PRINCIPLES 


demand is made upon an intermediate credit bank, it can thus 
continue in existence with small overhead expense and be quickly 
expanded when emergencies arise. 

The assets and liabilities of the Federal and the intermediate 
credit banks are entirely separate and distinct and it is difficult to 
see how the existence of the new banks can in any way affect the 
marketability of bonds issued by the Federal land bank as such. 
The short-term debentures issued by the intermediate credit banks, 
for which the twelve banks are in final analysis jointly liable, are 
not likely to be in any way confused with the long-term bonds 
issued on a similar plan by the twelve Federal land banks. Any 
debentures issued by national agricultural credit corporations will, 
of course, like the mortgage bonds issued by the joint-stock land 
banks, be sold to a considerable extent on the merit of the 
individual institution issuing them. 

The increase in the limit of mortgage loans to individual farm- 
ers from $10,000 to $25,000 is of particular importance to the 
states of the Middle West where farms are relatively large in 
spite of high land values. In these states a large percentage of 
the purchasers of farms found it impossible to use the facilities 
offered by the Federal land banks because of the limitation upon 
the amount of the loan. Even those who were able to pay in cash 
one-half or more of the value of an ordinary farm unit found it 
necessary to place their mortgage with private loan agencies or 
else with the joint-stock land banks, since it was usually difficult, 
if not impossible, to place a second mortgage for the amount 
needed above $10,000. This limitation as to loans operated, 
therefore, against the interests of the farmer and constituted an 
unfair handicap on the twelve Federal land banks as against the 
joint-stock land banks. 

The new provisions for the permanent organization of the 
Federal land banks were the subject of much controversy. These 
provisions as enacted represent a compromise between those who 
were anxious to have the banks placed in the hands of the stock- 
holders under the original terms of the Federal Farm Loan Act, 
and those who believed that it was necessary for the Federal Farm 
Loan Board to retain essentially full control of the banks.- The 
compromise on this point is so adjusted that it is somewhat diff- 
cult from this part of the Act alone to determine which of these 
two factors is given the greater degree of control. With the 
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' general supervisory powers of the board added to the right directly 
to appoint three of the seven directors and to select the seventh, 
or a director at large, from among three of those nominated by 
the stockholders, it seems probable that the board will continue in 
practical control of the banks. - In the first election under the new 
provisions, which took place in May, every member of the various 
temporary appointive directorates who was a candidate for election 
by the stockholders was elected. 

While the Federal intermediate credit banks were chartered and 
organized with great promptness following the passage of the new 
Agricultural Credits Act, the first few weeks of their existence has - 
given no indication of a large volume of business. This is in part 
to be explained, no doubt, by the continued operation of the War 
Finance Corporation, whose active life was by this same law 
extended from July 1, 1923, to February 29, 1924, and in part to 
the very conservative nature of the preliminary rules and regula- 
tions issued by the board at about the time the intermediate credit 
banks were chartered. It is expected, however, that the require- 
ments for discounts and advances laid down in these preliminary 
rules will be liberalized from time to time as the board finds it 
possible one by one to dispose of difficulties that confront the new 
credit agencies under its. charge. 

Up to the date of writing (May 28, 1923) no national agricul- 
tural credit corporations have been chartered by the Comptroller 
of the Currency under Title II of the Act. A few applications 
for charters are pending, however, and the indications are that a 
number of existing livestock loan companies will reincorporate 
under the new law, while some entirely new organizations of this 
type will probably organize in territory where demand for live- 
stock credit in considerable volume exists. 

The service rendered by the Federal intermediate credit banks 
will probably depend to a considerable extent upon the attitude 
assumed toward them by country banks. These banks have now 
been placed in position to meet the legitimate intermediate credit 
needs of their farmer patrons and by availing themselves of the 
new discount facilities can extend such credit without tying up 
their own loanable funds in paper of such length of maturity as 
to be ill-adapted to deposit banking. In any case, the importance 
of the Federal intermediate credit banks to farmers’ cooperative 
associations, particularly after the war Finance Corporation with- 
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draws its support, can scarcely be doubted. Furthermore, should . 


banks in certain localities refuse to become a part of the new 
system designed more effectively to bridge the gap between the 
investor and those in need of intermediate credit, it is probable 
that in such localities special farm credit institutions or other 
organizations of agricultural producers will be formed to make 
the necessary contact between the new banks and the individual 
farmer. 

The effect of the new legislation upon the cost of credit can 
hardly be important in agricultural districts located near centers 


of surplus capital. But such districts as comprise parts of larger 


- deficiency areas, from the point of view of loanable funds, may be 
expected to experience a more liberal credit supply and a lower 
rate of interest on personal and collateral loans, just as such dis- 
tricts have already benefited in the field of mortgage credit from 
the facilities afforded by the Federal and joint stock land banks. 
In all agricultural districts the new banking facilities should tend 
to make personal credit available to the farmer for such periods 
of time as are called for by the nature of his business. 


'B.—AGRICULTURAL CREDITS UNDER THE FED- 
ERAL RESERVE ACT * 


The Agricultural Credits Act of 1923 amended the 
Federal Reserve Act to enable the Federal reserve banks 
to supply intermediate credits for agriculture. The 
nature of these amendments and the methods by which 
the Federal reserve banks supply these credits are stated 
in the following paragraphs.—|Ed. Note.] 


In view of the interest attaching to the added facilities for ex- 
tending credit to farmers, established by the Agricultural Credits 
Act of 1923 with the amendments to the Federal Reserve Act 
which it contained, there has been prepared the following sum- 
mary in non-technical language of the ways in which credit may be 
extended for agricultural purposes under the provisions of the 
amended Federal Reserve Act and the regulations issued by the 
Federal Reserve Board. 

* Federal Reserve Bulletin, August, 1923, 
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. How Credits are Extended. The operations of Federal re- 
serve banks in extending credit to agricultural interests are regu- 
lated by the Federal Reserve. Act with its various amendments, 
Neither farmers nor other individuals can obtain credit directly 
from the Federal reserve banks, but must apply for loans to their 
own local banks, which, if they are members of the Federal Re- 
serve System, may in turn rediscount with the Federal reserve 
bank the notes, drafts, or bills of exchange acquiréd from cus- 
tomers. The Federal Reserve Act places certain limitations on the 
chararter of paper that the reserve banks may discount and places 
upon the Federal Reserve Board the duty of issuing regulations 
putting into effect the provisions of the law. Following is a brief 
summary of the provisions of the Act and of the board’s regula- 
tions with special reference to the credit facilities offered.to agri- 
cultural interests. 

General Character of Eligible Paper. The character of the 
paper which Federal reserve banks may discount is generally 
defined in Section 13 of the Federal Reserve Act. This provision 
of law authorizes Federal reserve banks to discount notes, drafts, 
and bills of exchange issued or drawn for agricultural, industrial 
or commercial purposes, or the proceeds of which have been used 
or are to be used for such purposes. The law does not permit the 
reserve banks to discount paper the proceeds of which are (1) to 
be loaned to some other borrower, or (2) to be used for permanent 
investment or (3) for speculation. Exceptions to (1) in favor of 
certain kinds of agricultural loans are discussed later. 

Agricultural Paper in General. Agricultural paper is given 
by the Act an important advantage over commercial paper, since 
the latter can be discounted only for a period not exceeding ninety 
days, while paper*which is issued or drawn for an agricultural 
purpose, or is based on livestock, may now be discounted by Fed- 
eral reserve banks even though it has nine months to run from the 
date of discount. The Federal Reserve Board has made appro- 
priate provision for this in its new regulations, in which the 
definition of agricultural paper has been clarified and broadened 
so as to incorporate the latest and most liberal principles adopted 
'by the board in determining what constitutes agricultural paper. 
Nine months’ paper will thus be eligible for discount if the pro- 
ceeds have been or are to be used by a farmer in any one or more 
of the steps of planting, cultivating, harvesting, or marketing a 
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crop, or of breeding, fattening, or marketing livestock, and the 
Federal Reserve Board has held that the marketing of crops or 
livestock includes carrying them for a reasonable time in order to 
;market them in an orderly manner, instead of dumping large quan- 
tities on the market at one time in order to get money with which 
to meet current expenses. Under this provision of the law, mem- 
ber banks which have loaned money for nine months to wheat- 
growers and other farmers for the purpose of raising, carrying, 
and marketing their crops, will be able to rediscount the farmers’ 
notes with the Federal reserve banks. 

Paper of Cooperative Marketing Associations. In recent 
years cooperative marketing associations have been coming more 
and more into prominence as agencies that enable the farmer to 
market his crops to better advantage. The service which such 
associations can render to agriculture is clearly recognized and the 
Federal Reserve Act makes special provisions for the extension of 
credit to such associations. Under the Act, as amended by the 
Agricultural Credits Act of March 4, 1923, cooperative marketing 
associations can issue paper which is eligible for discount with 
maturities up to nine months, if the proceeds of the paper are 
advanced to members of the association for an agricultural pur- 
pose, or are used to pay members for agricultural products deliy- 
ered to the association, or finance the association in packing, 
preparing for market, or marketing products grown by its mem- 
bers. Paper of cooperative marketing associations, by which 
money is borrowed to be in turn loaned to individual members of 
the association, would ordinarily be ineligible for discount, but it 
was felt that the ability to issue such paper and have it available 
for discount would be of such assistance in the cooperative mar- 
keting movement that a special exception to the general rule is 
made in the law. The law also specifically defines as agricultural 
certain classes of paper of cooperative marketing associations which 
otherwise would be construed as commercial paper. This provision 
makes the paper in question eligible for discount with Federal re- 
serve banks for a maximum period of nine months instead of 
ninety days. 

Sight and Demand Drafts. Another feature of the law which 
should prove of great assistance to the agricultural interests is the 
new provision making sight and demand drafts eligible for dis- 
count under certain circumstances. Under the original Act such 
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paper would.be ineligible for discount because it has no definite 
maturity. It appears, however, that it is the custom of many 
member banks during crop-moving periods to discount large 
volumes of sight drafts secured by bills of lading covering the 
shipment of wheat, cotton, or other agricultural products. These 
drafts, although having no definite maturity, are usually paid with 
great promptness and actually constitute a liquid and desirable 
form of paper. At the suggestion of the Federal Reserve 
Board, an amendment was made to the Federal Reserve Act by 
the Agricultural Credits Act of March 4, 1923, permitting 
Federal reserve banks to discount sight or demand drafts drawn 
to finance the domestic shipment of non-perishable readily mar- 
ketable staples and secured by bills of lading or similar shipping » 
documents conveying or securing title to such staples. In order 
to assure the liquidity of the Federal reserve banks’ assets, it is 
provided that such paper must be presented for payment with 
reasonable promptness and that in no event may a Federal re- 
serve bank hold such paper longer than ninety days. 

‘Factors’ Paper. The law as recently amended also provides 
that notes, drafts, and bills of exchange of factors issued for the 
purpose of making advances to producers of staple agricultural 
products in their raw state shall be eligible for discount. Under 
normal circumstances, paper the proceeds of which are loaned to 
some other borrower would be ineligible for discount, but this 
kind of factors’ paper may now be discounted with maturities 
up to ninety days. This facility should prove of much assistance 
in financing agricultural production, because, in addition to bor- 
rowing from their banks, farmers can also borrow from their 
factors, who will be the more ready to lend on account of the 
privilege given them of making notes and drafts which may be 
discounted by Federal reserve banks. 

Bankers’ Acceptances. In addition to the ordinary classes 
of credit instruments—that is, notes, drafts, and bills of exchange 
—a type of paper known as bankers’ acceptances has recently 
been coming into more common use as a means of financing 
agricultural operations, both by individual farmers and more par- 
ticularly by cooperative marketing associations. Bankers’ accept- 
ances are drafts or bills of exchange drawn on and accepted by a 
bank or trust company or other banking institution, and the law 
authorizes Federal reserve banks to discount bankers’ acceptances 
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under certain conditions. For this purpose such acceptances must 
be indorsed by a member bank and must be drawn to finance the 
importation or exportation of goods, the domestic shipment of 
goods, or the storage of readily marketable staples. Acceptances 
which are drawn to finance the domestic shipment of goods or the 
storage of readily marketable staples must also be secured by ship- 
ping documents or warehouse receipts conveying or securing title 
to the goods or staples in question. With regard to bankers’ accept- 
ances, the law also discriminates in favor of those drawn to finance 
agricultural operations by making them eligible for discount with 
maturities up to six months, provided they are secured by ware- 
house receipts conveying title to readily marketable staples, while 
bankers’ acceptances drawn for other purposes may be discounted 
by Federal reserve banks with maturity up to ninety days only. 
Thus individual farmers and cooperative marketing associations 
can obtain funds to finance their operations by drawing on their 
banks and discounting the accepted drafts with other banks. This 
additional means of getting credit is a very valuable one, because 
bankers’ acceptances are normally the best type of credit instru- 
ment and carry the lowest rate of interest. 

Admission of Small Banks to Membership. With a view to 
increasing the availability of credit through the Federal reserve 
banks, the Agricultural Credits Act of March 4, 1923, contained 
a provision designed to enable many smaller banks, which formerly 
_ had insufficient capital to become member banks, to join the Federal 
Reserve System. Under this provision banks having 60 per cent of 
the capital normaily required as a qualification for membership may 
join the system under certain conditions relating to the increase of 
their capital within a reasonable time, and it is hoped that many of 
the small country banks will take advantage of this provision and 
thereby put themselves in a position to offer their customers the 
benefits of membership and the increased credit facilities afforded 
by the rediscount privilege. 

Open-Market Purchases of Papers. In addition to the dis- 
count of agricultural paper for member banks, Federal reserve 
banks are also enabled to extend credit facilities to the agricultural 
interests by means of purchasing such paper in the open market. 
Under Section 14 of the Federal Reserve Act the power is given to 
Federal reserve banks to purchase in the open market bankers’ 
acceptances and bills of exchange of the kinds and maturities made 
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eligible for discount. By virtue of this provision Federal reserve 
banks may purchase, as well as discount, bills of exchange drawn 
for agricultural purposes and having maturities up to nine months 
and secured bankers’ acceptances drawn to finance agricultural 
operations with maturities up to six months. 

Five-year Loans on Farm Land. The Federal Reserve Act 
also makes provision for long-time borrowing on real-estate secur- 
ity. Section 24 of the Act authorizes national banks to make loans 
for periods up to five years when secured by improved and un- 
encumbered farm land, and for periods up to one year when 
secured by improved and unencumbered real estate. Naturally, 
land thus used as security for loans must be located within reason-— 
able proximity to the lending bank—the exact limits are prescribed 
in the law—and it is further provided, as a matter of sound bank- 
ing, that these loans may not exceed 50 per cent of the actual 
value of the property offered as security. The law also places 
a reasonable limitation on the aggregate amount of farm-land and 
real-estate loans which national banks may have outstanding, for 
otherwise they might tie up too much of their funds in long-time, 
non-liquid loans and not be able to meet the current requirements 
of their other borrowers. Thus farmers, who need long-time 
loans, can borrow for five years from national banks in their 
locality on the security of their farm lands, and the Federal Re- 
serve Board has provided in its regulations that at maturity such 
loans may be’ renewed for other five-year periods, although a 
national bank must not obligate itself in advance to make a 
renewal. 

Other Credit Facilities. The above gives a brief description 
of the more important provisions of the Federal Reserve Act 
which provide for the extension of credit facilities to the agri- 
cultural interests. There are also certain other provisions dealing 
with the relations between the Federal reserve banks and the new 
intermediate credit institutions which qvere set up by the Agri- 
cultural Credits Act of 1923, and by virtue of which Federal 
reserve banks, through discounting and open-market purchases, 
are enabled to extend certain additional credits to agriculture. 

Agricultural Loans by National Banks. Attention should also 
be called to the provisions of Section 5200 of the Revised Statutes. 
This is not part of the Federal Reserve Act and applies only to 
national banks, but it has an important bearing on the amount of 
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credit which farmers and cooperative marketing associations may 
obtain from national banks. Section 5200 of the Revised Statutes 
contains the limitation on the amount of money which a national 
bank may lend to any one person. This is, in general, 10 per cent 
of the lending bank’s capital and surplus, with certain classes of 
paper excluded as not being considered loans of money. An ex- 
ception is made, however, with respect to loans on readily market- 
able, non-perishable staples, including livestock. Such loans may 
be made to any one person up to 25 per cent of the lending bank’s 
capital and surplus, provided the loans over and above 10 per cent 
are represented by notes secured by shipping documents or ware- 
house receipts covering staples or livestock. National banks may 
also discount in unlimited amounts certain kinds of paper classified 
broadly as “bills of exchange drawn in good faith against actually 
existing values.’ Section 5200 of the Revised Statutes includes 
in this broad classification drafts:secured by shipping documents 
conveying or securing title to goods shipped, demand obligations 
when secured by documents covering commodities in process of 
shipment and bankers’ acceptances of the kinds described in Sec- 
tion 13 of the Federal Reserve Act, so that national banks may 
extend credit on these classes of paper without limitation. These 
provisions, which were inserted on the recommendation of the 
Federal Reserve Board, give broad powers to national banks to 
extend accommodation on the security of farm products and live 
stock and have proven of great value to farmers and cattlemen in 
their financing problems. 

The Federal Reserve Board’s Part. <A discussion of the 
provisions of the law in this connection would not be complete 
without reference to the functions of the Federal Reserve Board 
in construing and administering the law. There is not space here 
for a critical study of the board’s rulings and regulations with 
respect to argicultural credits, but it can be stated with emphasis 
that the board has so construed and administered the law as to 
improve, in the highest possible degree, the credit standing and 
economic position of the agricultural interests, placing at their 
disposal, through its discounts for member banks and its open- 
market operations, the vast resources of the Federal Reserve 
System to the fullest extent permitted by the law and by the prin- 
ciples of sound banking. 
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QUESTIONS AND EXERCISES 


. For what did the Intermediate Credits Act provide? 
. Criticize the intermediate credits legislation. 
. What are the economic conditions which caused the passage of the 


Agricultural Credits Act of 1923? 


. What machinery is provided for under this Act to care for the credit 


needs of the farmer? 


. How do the new financial institutions established by the Act secure 


funds with which to operate? Upon what basis do they loan these funds? 


. Under what conditions can agricultural interests secure credit from the 


Federal reserve banks? 


CHAPTER XXVI 
THE THEORY OF PROSPERITY CYCLES 


Many theories have been advanced in an attempt to 
explain the business cycle. Some of these theories are 
merely statements of conditions the truth of which is not 
in dispute; they do not get down to basic principles. 
What is wanted is an explanation of why the facts are 
such as they are. Although each phase of the business 
cycle seems to have an immediate cause, there appear to be 
causes which are common to all business cycles. The 
amount of attention given to money, credit, and prices in 
all theories of the business cycle is evidence of the funda- 
mental importance of these factors—[Ed. Note.] 


A.—_INTRODUCTION * 


Theories of prosperity cycles may be divided into two main 
classes: first, those which hold that prosperity and depression are 
due to economic relations growing out of the modern industrial 
system of production and exchange, and, second, those which hold 
that these cycles are based on crop-yield cycles which are due in 
turn to cyclical fluctuations in temperature and rainfall. 

In this chapter will be treated those theories which find the 

casual factors of prosperity cycles within the industrial and busi- 

ness mechanism itself and not in meteorological phenomena. These 
theories may be classified under three main heads: (1) those 
that place the emphasis upon producers’ goods; (2) those that 
place the emphasis upon consumers’ goods; (3) those that place 
the emphasis on money, credit, prices, and capitalization. 

Those theories which are concerned mainly or wholly with 
financial panics are here passed over entirely. They have, in fact, 
nothing to do with economic or industrial fluctuations proper. 
A financial panic is merely the seething foam of an industrial 
storm, and makes its appearance only in those countries which have 
a totally inadequate banking system. A panic obtains when thor- 


* From Cycles of Prosperity and Depression in the United States, Great 
Britain, and Germany, by A. H. Hansen, University of Wisconsin Studies. 
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oughly sound business firms are unable to get credit because of an 
inelastic system of currency and reserves. Such a situation has 
not obtained for a generation in any advanced European country. 

The older and now obsolete theories of crisis are also passed by. 
The two categories into which they generally fell are indicated by 
the two formule in which their arguments were put-over- -produc- 
tion and under-consumption. Several modern theories may like- 
wise be classed under these two general heads, but modern theories 
have analyzed over-production and under-consumption with much 
greater detail and discrimination. The one finds the casual factor 
of crises in the under-consumption of producers’ goods, the other 
in the under-consumption of consumers’ goods. Only the newer 
formulations of the production and consumption theories will be 
dealt with here. 


We have then the following classification: 
.A. Economic theories. 
I. Those that emphasize producers’ demarid. 
II. Those that emphasize consumers’ demand. 
III. Those that emphasize money, credit, prices, and 
capitalization. 
B. Meteorological theories. 


That modern economic theories of industrial fluctuations may 
be classed under three main heads may at first seem dubious. 
Mitchell describes modern theories under the following numer- 
ous heads: Competition Theory, Discrepancy between Wages and 
Productivity, Over-saving, Theory of Diminishing Utility, Over- 
capitalization, Ill-balanced Production of Industrial Equipment 
and. Complementary Goods, Changing Costs of Construction, 
Variations in Prospective Profits, Discrepancy between Prospec- 
tive Profits and Current Capitalization, Uneven Expansion in the 
Production of Organic and Inorganic Goods, Dissimilar Price 
Fluctuations of Producers’ and Consumers’ Goods, Theory of 
Lagging Adjustment of Interest, Theory of Impair Savings.* 
But when we come to look at the matter closely we find that one 
group finds the key to the situation in the over-production and 
under-consumption of producers’ goods, another finds it in the 
over-production and under-consumption of consumers’ goods, 

* Mitchell, Business Cycles, pp. 6-18. 
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while a third group finds it in money, credit, prices, and capitaliza- 
tion. 


B.—ECONOMIC THEORIES OF PROSPERITY 
CYCLES * 


Theories Emphasizing Producers’ Demand. (a) Minnie 
T. England.+ Mrs. England’s theory places the emphasis 
definitely and entirely on the demand for producers’ goods. Pro- 
motion is the cause of prosperity. Promotion implies the invest- 
ment of social savings. When this investment is going on good 
times obtain; when it slows up depression appears. It is not a 
question of the “under-consumption” of consumers. It is a ques- 
tion of the “under-consumption” of investors. Increased pros- 
perity is merely an increased demand for goods, but the goods 
in question are not consumers’ goods, but producers’ goods. This 
increased demand for capital goods causes increased prices in 
capital goods, which results in larger profits for their producers. 
Higher wages are paid in these industries, more men are em- 
ployed, and there results an increased demand for consumers’ 
‘goods. But this is a result and not a cause. 

Promotion is carried on largely with borrowed funds obtained 
chiefly from banks. Thus promotion results in an increase in bank 
_ loans and bank deposits. This expansion of credit results in the 


demand which produces the rise in prices mentioned above. Hence | 


the sequence runs as follows: increased promotion, expansion of 
credit, rise in prices. The important point to notice in this theory 
is that the increased loans leading to higher prices are primarily 
due to the purchase and production of capital goods which results 
from promotion, and not due to the purchase of consumption 
goods. The conclusion is substantiated by the fact that the prices 
of producers’ goods rise before a rise occurs in the prices of con- 
sumers’ goods; and also by the fact that the rise is higher for 
producers’ goods. 

Likewise when depression sets in the prices of producers’ goods 
fall before the prices of consumers’ goods, .indicating that the 

* Op. cit. 

+M. T. England, “Fisher’s Theory of Crises,” Q. J. Econ., xxvii, 95-106; 


“Promotion as the Cause of Crises,’ Q. J. Econ., xxix, 631-641; “Economic 
Crises,’ J. Pol. Econ., xxi, 345-354; “Analysis of the Crises Cycle,” J. Pol. 


Econ., xxi, 712-734. 


wk? 


958 MONEY, CREDIT AND BANKING PRINCIPLES 


check to prosperity is due to a falling off of promotion activity. 
Depression is brought on by the reverse of the forces which pro- 
duced prosperity. Business failures occur which result in a loss of 
confidence in further investment. The demand for capital goods 
falls off, credit is contracted, and prices fall. Forced economy in 
consumption results, but the reduced demand for consumption 
occurs as a result of the falling off in the demand for producers’ 
goods. : 
- (b) George H. Hull.* Hull offers the theory that prosperity 
and depression are nothing more or less than a variation in the 
amount of construction work. He holds that there are certain 
classes of goods that do not admit any great fluctuations in de- 
mand. These are the necessities of life. Agriculture, commerce, 
and finance are the departments of economic life that supply these 
necessities. In industry alone do we find a department of eco- 
nomic activity capable of sudden expansion or contraction, Three- 
fourths of industrial operations, it is claimed, consists of construc- 
tion. Two-thirds of this construction consists of repairs, replace- 
ments, and such extensions as are required by the steady growth 
of population. Therefore a large proportion of industrial opera- . 
tions are also incapable of any great extension or contraction. The 
other industrial operations are what Hull calls “extra” construc- 
tion, or “investment” construction. Extra construction is under- 
taken only in a period of low prices when far-seeing investors 
enter upon a large amount of construction work. Others follow 
these leaders and the result is a great demand for iron and steel, 
lumber, cement, brick, and stone. This creates a boom in the 
industries producing these products. Labor and raw materials are 
demanded on a large scale, and neither can be secured to the 
required extent. The inevitable result is a rise in wages and the 
price of raw materials, and with that high prices for construction 
goods. Far-seeing industrial leaders now cease the extension of 
construction work. The demand for construction material drops 
off. Laborers engaged on constructional enterprises suffer from 
unemployment and reduction in wages. Prices and wages fall 
until the low costs again make construction work profitable, and a 
new era of prosperity follows. 

Prosperity then has nothing to do with the variation in the de- 
mand for consumers’ goods. That remains relatively constant. 

* George H. Hull, Industrial Depressions (New York, 1911). 
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But the waves of prosperity and depression are the result of 
variations in the demand for construction work. 

(c) D. H. Robertson.* Robertson in his Study of Industrial 
Fluctuations aims to present a complete statement of all the factors 
affecting prosperity waves. He discusses these facts under the two 
headings of supply and demand. With regard to the supply he 
discusses the following points: (1) the influence of the time re- 
quired to construct instruments of production; (2) the influence 
of the length of life of the instruments of production; (3) the 
influence of fluctuations in the cost of construction; (4) the in- 
fluence of invention. Under “demand” he discusses: (1) changes 
in demand due to fashions, tariffs and wars; (2) the influence of 
the volume of crops on the demand for railroad equipment, ship- 
ping, constructional work, and iron and steel exports. Other 
points of léss importance are also discussed. 

Production begins to increase under one or more of the following 
influences: (1) a general increase in the physical productivity of 
effort due to the adoption of improved methods under the stimulus 
of depression; (2) an increase in the exchange value of industrial 
products against the products of agriculture due to an increased 
bounty of nature; (3) an expansion due either to an increase of 
confidence or an increased supply of gold or credit currency, which 
affords an additional bonus to business men because of the relative 
fixity of wages and interest rates; (4) an increase in the expected 
future productivity of constructional goods due either to a wearing 
out of an exceptionally large number of existing instruments, or 
to the discovery of the industrial possibilities of a new country or 
to some physical or legal invention. 

In the course of time the physical productivity of effort Hertinee 
owing to the relapse into wasteful methods of production and to 
the operation of the law of increasing cost; agricultural shortage 
turns the ratio of exchange against industrial products; the 
monetary stimulus to increased production is reversed by a deple- 
tion of gold reserves and an increase of' interest and wages in 
accordance with the rising price level; and a decline in the demand 
for construction goods occurs because of over-investment in these 
goods. 

Here are many points familiar to crisis theories. The contribu- 


*D. H. Robertson, Study of Industrial Fluctuations (London, 1915) ; 
“Study in Trade Fluctuations,” J. R. S. Ixxvi, 159-173. 
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tion made by Robertson is his discussion of the influence of the 
time required to construct instruments of production, and the in- 
fluence of the length of life of these instruments. 

The longer the time required to construct new instruments the 
greater will be the over-production of capital goods. An increased 
demand for certain producers’ goods will make the production of 
these goods profitable because of their high price. But this high 
price will continue until the new batch of instruments is brought 
on the market. The longer the time required to bring this new 
batch on the market, the longer will be the period during which the 
production of these goods is stimulated, and the greater will be the 
quantity of capital goods finally produced.. This discussion is 
borrowed largely from Aftalion, whose theory will be developed 
later. 

The influence of the length of life of the instruments of produc- 
tion is the distinctive contribution of Robertson. During the rising- 
. price period a great quantity of industrial instruments are pro- 
duced. These wear out simultaneously, producing an appreciable 
shortage. This leads to high prices and fresh burst of investment. 
Thus once started, the cycles tend to be self-perpetuating. Meager 
statistics are presented in support of this theory. The longevity of 
iron rails, ships, cotton-spinning machinery, coal mines, etc., 
is considered. The facts do not seem to fit the theory very 
successfully. ) 

Robertson's theory is by no means clean cut. On the whole, 
however, he places the emphasis on the demand for producers’ 
goods. Depression is caused by.the cessation of demand for pro- 
ducers’ goods resulting from an over-production of these goods, 
due to the length of time required to construct them. Prosperity is 
caused by the increased demand for producers’ goods growing out 
of a shortage due to the simultaneous wearing out of the instru- 
ment of production constructed if a previous period of prosperity. 

Theories Emphasizing Consumers’ Demand. (a) Afta- 
lion.*—Aftalion’s explanation of crises places the emphasis 
on the demand for consumers’ goods. Assume as starting point 
an insufficient satisfaction of wants obtaining because of under- 
production of consumers’ goods. This results in high prices for: 
consumers’ goods, and a great increase in productive effort to 
supply more of these goods. But the great increase of production 


* A. Aftalion, Les crises periodiques de surproduction (Paris, 1913). 
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resulting fails to supply the wants of consumers or to weaken 
prices. The reason for this strange anomaly lies in the fact that 
the increased productive efforts is not applied to the production of 
consumers’ goods directly, but rather indirectly by a round about 
method which necessitates the production of capital goods before 
there can be an increase in consumers’ goods. Until the new 
‘ capital goods can be finished and put to work producing consumers’ 
goods the demand for the latter remains unsatisfied. 

The fluctuations in the prices of consumers’ goods give rise to 
still greater fluctuation in the prices of producers’ goods. In fact, a 
relatively small change in the demand for consumers’ goods may 
produce a very large proportionate change in the demand for 
producers’ goods. If, for example, 10 per cent of a certain com- 
modity is produced by new equipment every year, an increase of 
10 per cent in the demand for this commodity would result in an 
increase of 100 per cent in the demand for new equipment. Thus 
an increase in the demand for consumers’ goods stimulates a still 
greater increase in the production of fixed capital. But while 
this production is going on, consumers’ goods are no more nu- 
merous than before, and therefore the demand for consumers’ 
_ goods persists which in turn induces the demand for producers’ 
goods. These producers’ goods are not immediately forthcoming. 
Statistics are presented showing that the horse power of machinery 
in various industries does not increase notably until a considerable 
time after the beginning of a boom period. It is only when the 
new instruments of production begin to pour out consumers’ goods 
that the consumers’ demand becomes satisfied and prices begin 
to drop. That affects the value of producers’ goods, the demand 
for new construction falls, and prosperity wanes. 

Thus the demand for both consumers’ and producers’ goods is 
prolonged by the fact that it requires a considerable length of 
time before the new instruments of production can be completed, 
And not only is prosperity prolonged by the long time required 
to produce new capital goods, but depression as well is prolonged 
by the same fact. Instruments already in process of production 
must be completed. Therefore the production of fixed capital 
continues even after the crisis period. Aftalion presents statistics 
to show that the horse power of machinery in various industries 
continues to increase from one to three years after the break in 
prices. Thus the curve of the production of capital goods lags 
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behind the curve of general production and general prices one to 
three years. igs 

But this overly large supply of industrial equipment continuing 
to be poured on the market for a considerable time after the drop 
in prices, must be put to use in order to get something out of it. 
Hence consumers’ goods are poured out in greater and greater 
quantities, and depression is prolonged and aggravated. This 
state of affairs continues until the time has arrived when the de- 
mand: for consumers’ goods has again outstripped the industrial 
equipment. Then the rise in the prices of consumers’ goods stimu- 
lates a new demand for producers’ goods and another period of 
prosperity is launched. 

It is therefore the fluctuation in the prices of consumers’ goods 
which is at the bottom of economic cycles. 

(b) Carver.*—Professor Carver’s theory resembles Aftalion’s 
in many respects. He holds that a small increased difference be- 
tween selling prices and expenses results in a large increase in 
profits. This large increase in profits results in a much higher 
capitalized value of the industrial equipment. The industrial 
equipment produces finished products which are either consumers’ 
goods or at least much farther forward in the march toward con- 
sumers’ goods than is the industrial equipment. A relatively 
small increase in the value of the fixed capital. This means that 
the value of producers’ goods tends to fluctuate much more vio- 
lently than the value of the consumers’ goods. 

The enhanced value of the producers’ goods, due to larger 
profits, stimulates the production of producers’ goods much more 
than of consumers’ goods, since the value of the latter does not 
rise nearly so much proportionally. Less energy is therefore de- 
voted to the production of consumers’ goods. They become rela- 
tively scarcer and a still greater rise in prices results. That in turn 
leads to still larger profits and higher capitalized value of pro- 
ducers’ goods. This condition of affairs continues to obtain until 
the new stock of producers’ goods begins to pour out consumers’ 
goods. Then prices drop, profits fall more than prices, and the 
value of producers’ goods declines in proportion to the decline in 


profits. The production of capital goods is then checked and de- 
pression appears. 


=a) Ni. Carver. A Suggestion for a Theory of Industrial Depressions,” 
Q. J.-of Econ. (May, 1903), pp. 497-500. 
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Here, as in Aftalion’s theory, prosperity and depression grow 
out of fluctuations in the prices of consumers’ goods. 

(c) Hobson.*—Hobson’s theory is a modification and improve- 
ment of the socialistic theory of under-consumption. He believes 
that the fundamental cause of crises may be found in the existence 
of surplus incomes. Wealthy people with very large incomes are 
unwilling to consume it all by themselves. They desire to invest 
a considerable share of their incomes in producers’ goods in order 
to increase their fortunes. These producers’ goods necessarily 
emerge ultimately in the form of consumers’ goods. The masses 
of people with their limited incomes are unable to purchase all 
these consumers’ goods. The inevitable result is a congested 
market, which leads to lower prices, less profits, and smaller in- 
comes for the very rich. These reduced incomes force the wealthy 
classes to spend a greater proportion of their incomes and less 
is invested in capital goods. Thus consumption is given a chance 
to catch up with the capacity of the industrial equipment, surplus 
- goods are worked off and prices again rise. With the return of 
higher prices, profits are increased, incomes are greater, a larger 
and larger proportion of the surplus incomes are invested in capital 
goods, which are used in the production of consumers’ goods. 
Thus production again outruns consumption. 

This argument obviously disposes effectively of Mill’s answer 
to the theory of under-consumption. Mill claimed that there could 
be no such thing as over-production because the doubling of the 
supply of commodities in every market would by the same stroke 
double the purchasing power. The means of purchase would al- 
ways be present. Hobson does not deny that the means of pur- 
chase is present, but he denies that the recipients of surplus incomes 
would ever be willing to spend enough of their income to prevent 
the over-production of consumers’ goods. No matter how much 
production is directed toward the things that would appeal to the 
rich, even their ostentatious wants are so amply provided for, that 
always will they desire in periods of prosperity to invest too large 
a proportion of their incomes in further production. Since they 
themselves are unwilling to spend the proper proportion of their 
incomes on consumers’ goods, this investment must necessarily 
result in the production of goods intended for the masses. Be- 


* J. A. Hobson, The Industrial System (London, 1909). 
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cause of the limited incomes of the masses this leads to the over- 
production of consumers’ goods. 

Thus there is a reserve of capital just as there is also a reserve 
of labor. Surplus incomes cause the incessant attempt to employ 
capital in excess of the demand of the ultimate consumer. 

One of two things must be done. Either the rich will have to 
- abandon their excess investments and resort to greater spending, 
or else surplus incomes must somehow be reduced and greater 
equality of incomes attained. This would raise the standard of 
spending and thus limit saving. This end may be accomplished 
by the taxation of large incomes; by raising wages and shortening 
the working day. These measures would result in greater pur- 
chasing power on the part of the masses and a balance would re- 
sult between demand and supply. 

Theories Emphasizing Money, Credit, Prices and Capitali- 
zation. (a) Mitchell.*—Mitchell finds the persistent and re- 
curring causes of business cycles in the fact that the industrial 
process of making and the commercial process of distributing 
goods are thoroughly subordinated to the business process of 
making money. Industry expands actively when business men 
find the prospect of profit-making good, and contracts when the 
money-making outlook is discouraging. It is the changes in busi- 
ness men’s demand with which Mitchell is chiefly concerned. It 
may therefore be said that he also emphasizes the demand for 
producers’ goods. But the important thing is his analysis of the 
origin of this demand. That is found in the profit margin, in the 
spread between selling prices and. costs. 

Profits are made on the margins between buying prices and 
selling prices, on the one hand, and the volume of transactions on 
the other.t The margin between the prices at which goods are 
bought and sold is the more fundamental of the two and “forms 
a tolerable business basis for making profits . . .” + Industrial 
. activity is guided by the prospect of profits, and the prospect of 
profits depends on price margins. 

A brief description of the different phases of the business cycle 
will indicate more clearly Mitchell’s analysis. He begins with a 
description of the trough of the wave when a revival of prosperity | 


*W. C. Mitchell, Business Cycles (Berkeley, 1913). 
+ Ibid., p. 26. 
£ Ibid., p. 27. 
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is beginning to cumulate. Low selling prices, low costs, a narrow 
margin of profits, large bank reserves, low capitalization, con- 
servatism in ranting credits, moderate stocks of goods, and cau- 
tious buying obtain. Then expansion begins for some reason 
or other ; it may be good harvests, heavy purchases by the Govern- 
ment, or an increase in the demand for exports. Expansion 
spreads to other fields because of the interrelated interdependence 
of the modern industrial society. Selling prices rise. Costs in 
the form of wages, interest rates, and rents lag behind; raw 
material alone of buying prices, rises higher than selling prices. 
The increased margin between costs, or buying prices, and selling 
prices, as well as the greater physical volume of sales, leads to 
larger profits. This increase in profits leads to an expansion of in- 
vestments, heavy orders for new machinery, large contracts for 
new construction. Business is booming. 

But stresses soon begin to accumulate within the business sys- 
tem. Costs begin to increase. Higher money wages are paid, 

with extra pay for overtime. Efficiency of labor declines because 
of weariness due to overtime, the employment of undesirables, 
and the slowing up of work due to the knowledge on the part 
of the worker that jobs are numerous. Old leases expire, and 
new ones are made under less favorable terms. Interest rates 
rise because of the increased demand for loans and the depletion 
of cash reserves. Trade outstrips its capacity and antiquated 
equipment, and poorly located plants are brought into operation. 
The price of raw materials gains on the price of the finished 
products. Selling prices cannot rise indefinitely in all industries ; 
in the public-utility field rates are fixed by commissions; organized 
prices depend on harvests; production in some lines exceeds de- 
mand because of mistaken investment and this group widens and 
affects all the rest with a resulting decline in prices. 

Two effects result from the foregoing: first, the price margin 
is narrowed by the rising costs and the falling off in the rise of 
selling prices; second, the ‘demand for industrial equipment is 
affected by the stringent condition of the money market and the | 
high cost of construction. Orders for steel mills, foundries, 
machine factories, copper smelters, quarries, lumber mills; cement 
plants, raw material, and supplies are cut off, and thus the volume 
of trade in producers’ goods is diminished. This narrowing of 
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the price margin and the reduction in the volume of trade reduce 
profits. a ; 

The declining profits lessen the security of outstanding credits. 
Capitalization is scaled down both because of lower profits and 
also because of higher interest rates which affect the rate of capi- 
talization. Inadequate security results in refusal to renew old 
loans. Settlement of old accounts is pressed and liquidation of 
huge credits results. Bankruptcy of large concerns ensues. Banks 
are hard pressed. An effort is made to replete reserves by the im- 
portations of gold, the increase of note circulation and the issue 
of clearing-house certificates. Stock and bond prices fall to an 
extremely low level. Business contracts, and workmen are 
discharged. 

Depression is now in full swing. Workmen are unemployed, 
past savings are exhausted, all classes of incomes are reduced, and 
hence the. consumers’ demand for goods falls off. Prices drop, 
owing to keener competition to make sales, and every reduction 
in price facilitates reduction in other prices. 

Finally, costs are reduced to a low level. Poorly located and 
ill-equipped plants are no longer used. The efficiency of labor is 
increased by the discharge of the poorer grade of workers and the 
fear of unemployment on the part of those retained. The price 
of raw material drops. Rentals are reduced. Loans are refunded 
at lower interest rates. Bank loans are readily obtainable. With 
closer economy on the part of managers and lower capitalization, 
earnings gradually become more satisfactory. The demand for 
goods returns with the exhaustion of the accumulated stocks, the 
constant growth of population and the development of new tastes 
and products. Low interest rates encourage borrowing and the 


investment in industrial equipment returns. Thus the price mar- 


gin in again widened, the volume of trade is increased, profits grow 
ee prosperity returns. 


(b) Veblen.*—Mitchell’s theory corresponds in many respects 
to Veblen’s theory. Veblen finds that modern industry is guided 
by business principles. Under the old order industry was a quest 
for a livelihood; under the new order industry is directed by the 
quest for profits. Formerly times were rated as good or bad ac- 
cording’ as the industrial processes yielded a sufficient output of 
the means of life; now, good or bad times depend on the rate 


*T. B. Veblen, Theory of Business Enterprise (New York, 1904). 
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of business profit. The controlling end at present is pecuniary 
considerations and not abundance of satisfying goods. 

In modern times, therefore, the potent factor which serves as 
an incentive to the. acceleration of business is a rise in prices. 
This rise in prices may be due to an increased demand growing out 
of governmental expenditures for war or preparations for war; 
or it may be due to an increased supply of the precious metals, 
an inflation of the currency, or a larger use of credit instruments 
as subsidiary currency. Money and prices, far from being negli- 
gible factors, as frequently stated by those who consider crises 
as the phenomena only of production and consumption, are in 
fact the primary factors. It is all a question of prices, business 
profits and capitalization. 

Thus an era of prosperity is an era of increased earnings grow- 
ing out of rising prices. These increased earnings consist of a 
differential gain in the increased selling price of the output over 
the expenses of production. When this differential advantage 
ceases the era of prosperity is on the wane. 

This differential gain arises mainly from two causes. In the 
first place, certain outlying industries are not affected appreciably 
by the upward movement and the supplies drawn from these in- 
dustries do not rise in price: to any considerable extent. In the 
second place, wages advance slowly during an era of prosperity. 
The latter is the chief and most secure differential advantage. 

These increased earnings or expected earnings lead to a higher 
market capitalization of industrial equipment. This higher capi- 
talized market value increases the value of the property as col- 
lateral. Increased borrowing may take place on the basis of this 
higher value. Or contracts for the purchase of supplies may be 
entered into which are in effect an extension of credit. Thus the 
heightened market capitalization becomes the basis of a greatly 
extended credit either in the way of orders or formal loans. 

But this period of increased earnings upon which the higher 
market capitalization is based finally comes to a close. The dif- 
ferential advantage mentioned above terminates because the neces- 
sary expenses of production presently overtake or nearly over- 
take the selling price of the output. “Increasing wages cut away 
the surest ground of that differential price advantage on which 
an era of prosperity runs.”* The rate of earnings then falls 

*Tbid. p. 212. 
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off, the enhanced market capitalization proves to be too great for 
present earnings, the collateral consequently shrinks to a point 
where it will not support the credit extension resting on it in the 
form of outstanding contracts and loans. Loans are called or 
additional collateral is demanded, and liquidation ensues. Be- 
cause of the interrelation of creditors and debtors such a move- 
ment once started has far-reaching effects. 

Depression as well as prosperity is a product of pecuniary 
considerations. The pecuniary exigencies of the situation inhibit 
industrial activity. Depression means that business men do not 
derive a satisfactory gain from letting industrial activity continue 
at full capacity. There is an excess of the means of producing 
goods above what is expedient on pecuniary grounds. There is 
under-production in the sense that the supply of goods which 
finds its way into the hands of consumers is too scant for com- 
fort, but there is over-production in the sense that there is more 
of an output offered than can be carried off at a fair price and 
an ordinary profit. It is a question of “fair prices” and “rea- 
sonable profits.” 

A reasonable profit means a satisfactory return on the capi- 
talized value of the enterprise. But a discrepancy arises between 
the high capitalization based on former high earnings or antici- 
pated earnings and the present diminished earnings. Not only 
is the capitalization too high for present earning capacity, but 
it is also too high to fit the lowered cost of industrial equipment. 
Thus the capitalization is too high from the standpoint of both 
cost and earning-power. But interest-bearing securities cannot 
be reduced except by reorganization, and other forms of capi- 
talized wealth are reduced or scalded down with extreme re- 
luctance. Some concerns are forced into bankruptcy, and are 
reorganized and capitalized on the basis of the reduced earnings. 
New competing concerns are coming in with plants built at lower 
cost, and fixed charges carrying lower rates of interest. These 
unencumbered competitors are making “reasonable profits” at 
current prices because their capitalization is based on lower cost 
and present earning capacity. Their competition precludes an 
advance in prices to a point which would afford a “reasonable 
profit” to the other establishments paying interest and dividends 
on over-capitalized property. 

Veblen advances the novel theory that under the fully de- 
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_ veloped régime of the machine industry chronic depression tends 
to become normal. Under fully developed machine production a 
persistent divergence arises between the past cost of production 
of a given equipment and the current cost of an equivalent equip- 
ment at a subsequent date. This discrepancy results from the 
gradual but uninterrupted progressive improvements of industrial 
processes. This discrepancy requires a progressive readjustment 
of capitalization to correspond with the continuously decreasing 
cost and lowered earning power. Therefore a “fair” rate of profit 
is not permanently attainable on the basis of the old capitaliza- 
tion. Depression is therefore the normal situation. 

But this state of affairs did not obtain during the early part 
of the nineteenth century. Not until about the decade of the 
’seventies did the efficiency of the machine industry in the pro- 
duction of capital goods become so great that the cost of their 
production was lowered too rapidly to permit the progressive re- 
duction of capitalization to keep pace with it. In other words, 
up to the period of the ’seventies the shrinkage of capitalization 
following a crisis would be sufficient to maintain an appreciable 
under-capitalization for a considerable length of time before re- 
duced cost of capital goods would again leave the capitalization too 
high. This period of under-capitalization would permit of “rea-~ 
sonable” profits and prosperity. But since the ’seventies the 
machine industry has become so efficient and the cost of producers’ 
goods has been lowered so rapidly that any under-capitalization 
which might follow a crisis would quickly disappear without al- 
lowing time for recovery and boom. Hence depression is normal 
to the modern industrial situation. . 

(c) Fisher.*—Fisher’s theory places still greater emphasis on 
the monetary and credit aspects. Assume as a starting-point a 
slight initial disturbance such as an increase in the quantity of 
money. This results in a rise in prices. The profits of business 
men increase greatly because, while prices rise, expenses such as 
interest on past loans, rent, wages, and salaries remain unaffected 
or are little affected. Larger profits encourage business men to 
expand their businesses by increased borrowings. These bor- 
rowings are mostly in the form of short-time loans from banks. 
. Such loans engender deposits, and deposit currency is therefore 


*Irving Fisher. The Purchasing Power of Money (New York, 1911) ; 
Why Is the Dollar Shrinking? (New. York, 1914). 
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increased. Thus in spite of greater activity in trade and increased © 


production prices continue to rise because of the expansion of 
deposit currency. 

The period of prosperity obtains as long as enterprisers’ este 
continue abnormally high. But these profits are finally cut into 
from both sides. Interest rates, rent, wages, and salaries ultimately 
rise, and costs are greatly increased. On the other hand, prices are 
checked by the fact that deposit currency is contracted through 
the refusal of banks to extend loans except on hard terms, if at 
all. Banks are compelled to discourage loans because they cannot 
permit a too abnormal expansion of loans relatively to reserves. 
Loans thus cease to expand and prices are checked on the one 
side, while costs mount up on the other and profits are reduced. 
Bankruptcies and business failures ensue. Enterprises which 
were started by borrowing expect to be continued by renewed 
borrowing. When borrowing becomes more and more difficult, 
insolvency necessarily follows. These bankruptcies tend to spread 
because the creditors of the insolvent firms necessarily are affected. 
Contracted loans, low prices, high costs, and small profits continue 
and depression rules. 

This contraction becomes self-limiting, as soon as loans are 
easier to get. When reserves accumulate, banks are led to make 
loans on easy terms. Borrowers again become willing to take 
ventures, loans are again demanded, prices begin to rise, business 
becomes profitable, and there occurs a repetition of the upward 
movement. : 

Demand is based on purchasing power. The source of pur- 
chasing power is income, and the source of income is the pro- 
duction of material goods and services. Production gives rise 
to income, incomes means purchasing power, purchasing power 
is the basis of demand, and demand in turn regulates production. 
In short, goods and services are exchanged against goods and 
services. On this basis one would expect production to run an 
even course and not to run in cycles. And, indeed, in the barter 
economy there were no business cycles. But modern purchasing 
power functions largely through bank credit. We shall now con- 
sider the phenomenon of bank credit and its effect on purchasing 
power. 

The nominal purchasing power obtaining in any society at any 
given moment may be measured: substantially by the amount of 


_— 
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money in hand-to-hand circulation and the volume of bank credit 
in the form of deposit currency. Doubtless it exceeds the above 
somewhat because individuals, firms, corporations, and govern- 
mental units are able to make use to a certain extent of their per- 
sonal credit directly without exchanging it for bank credit. Thus 
purchases may be made against personal notes, secured or un- 
secured, and time drafts or bills payable, without the purchaser 
making use for the time being of money or bank credit. Such 
personal credit, however, is ordinarily converted into bank credit 
sooner or later. The personal notes or time drafts received 
against sales may be discounted at a bank, and the individual or 
firm heavily loaded with bills receivable will probably be com- 
pelled to borrow on its own notes at some bank. 

In one sense it might be argued that the total purchasing power 
of a nation is equivalent to its total wealth. But as an actual 
fact this is untrue. The extent to which wealth represents pur- 
chasing power depends on the extent to which it can be used 
against purchases, or the degree of its acceptability as a means of 
_ payment. In as far as barter is an unacceptable economy, just 
so far most forms of wealth become utterly useless as means of 
payment against purchases. Money is the only form of wealth 
- which is generally acceptable. All other forms of wealth have 

varying degrees of acceptability ranging all the way from coupon 
Government bonds to real estate. These forms of wealth can 
be said to have real purchasing power only in so far as they may 
be converted into bank credit. Only that portion of the wealth 
of a nation which has been or can readily be hypothecated at a 
bank and converted into bank credit in the form of bank deposits 
or bank notes may be said to have effective purchasing power. 

Now it is impossible for all the wealth of a nation to be thus 
converted into purchasing power at once, because banks are 
limited in the extent to which they may extend their credit by 
the supply of their reserves. These reserves in turn are de- 
pendent in volume largely upon the quantity of lawful money in 
the given country, and ultimately in the world. But a more funda- 
mental reason lies in the fact that a definite relation must always 
exist between the money value of a nation’s wealth and its supply 
of money and bank credit. A nation could never have a supply of 
circulating media equal to the money value of its property because 
with every increase in the supply of circulating media the value 
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of property would rise. Actual purchasing power, therefore, in the 
form of bank credit could never overtake the nation’s wealth, for 
two reasons: first, because the volume of bank credit is re- 
stricted by law or banking prudence to a certain proportion of the 
money available for reserves ; and second, because property values 
would themselves be inflated by any increase which might occur 
in bank credit. 7 

Personal credit measured in terms of the total wealth can there- 
fore never all be converted into bank credit or ready purchasing 
power. According to Fisher’s estimate the wealth of the United 
States is normally about twenty times the average amount of de- 
posit currency. Up to the time of the establishment of the Federal 
Reserve System, deposit currency would fairly measure the bank 
credit in the country. 

It is therefore obvious that the possible extension of bank credit 
has no limits so far as personal credit is concerned. It is limited, 
however, by two things: first, by the quantity of reserves; second, 
by the desirability of converting personal credit into bank credit, 
and this depends upon the discount rate and the profitablesness 
of the employment of capital in industry. 

There are, therefore, limits to the extent to which property can 
be converted into immediate purchasing power through the is- 
suance of bank credit. But to the extent that bank credit is ex- 
tended it appears that a portion of the purchasing power of the 
community comes from sources other than income. But this ad- 
dition to the total purchasing power of the community is nominal 
rather than real. To the extent that present purchasing power is 
normally increased through the issuance of bank credit, to that 
extent there is also an addition to the circulating media. The 
effect is an increase in prices and therefore no increase in real 
purchasing power. The nominal incomes of people generally are 
as before, but their real purchasing power is reduced because of 
the increase in prices. The issuance of bank credit simply re- 
distributes purchasing power, reducing the real purchasing power 
of income-receivers generally, and increasing the purchasing power 
of entrepreneurs able to secure bank credit. It is this redistribu- 
tion of purchasing power, accomplished through the instrumen- 
tality of banking institutions, that changes demand, upsets prices, 
affects the profit margin, and, therefore, production. Here, in 
short, may be found the fundamental cause of the business cycle. 
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Bank credit may be likened to a spiral spring which may be 
stretched within certain limits of safety. These limits depend 
upon the amount of reserves needed to maintain the solvency of 
the banking system. The magnetic force which draws out the - 
extensible bank credit is the entrepreneur’s anticipation of profit. 
When accumulated stocks have run out, when costs are falling, 
when labor is easily obtainable, when loanable funds are plenti- 
ful and interest rates run low, then prospects for profit-making 
are bright and entrepreneurs apply for bank credit. The issuance 
of bank credit increases the purchasing power of entrepreneurs. 
'The result is increased bidding for raw materials, capital equip- 
ment, construction work, etc., with a consequent increase in 
prices. The effect is increased profits for entrepreneurs pro- 
ducing raw materials and equipment. They in turn will apply 
for bank credit with which to expand their business. Thus in 
turn their purchasing power is increased, adding further force 
to the upward movement of prices. So long as bank credit con- 
tinues to be capable of further expansion, prices continue to rise. 
"This upward movement comes to a close only when bank credit 
can no longer be further extended, for the reason that it has 
already reached the limit of banking safety. 

The demand for bank credit continues to be strong while prices 
are rising, owing to the resulting margin between costs and selling 
prices. But rising prices result in more money being drawn out 
into hand-to-hand circulation. “The effect is an actual diminu- 
tion in bank reserves in the very period when bank credit is 
being extended. It therefore becomes necessary not merely to 
stop the expansion of bank credit, but actually to reduce the out- 
standing volume. The demand for bank credit is not lacking, but 
the supply is strained to the limit of safety. The banks protect 
themselves by raising the discount rates and scrutinizing more 
carefully the solvency of borrowing firms. A gradual reduction 
in outstanding bank credit is forced.§, This movement results in 
the forced sale of securities because of the inability of borrowers 
to renew their loans. The stock market begins to decline, trading 
on the stock exchange is reduced, and bank clearings fall off. New 
securities are issued with difficulty, which, coupled with the in- 
ability to obtain loans at the bank, reduces the purchasing power 
of business enterprises. Presently building falls off, then pro- 
duction, imports, and commodity prices. Thus the limitation in 
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the volume of bank credit gradually drags down stock prices, 
shares traded, bank clearings, building, employment, imports, pro- 
duction, prices, and earnings. When the diminution in profits 
appears, the downward movement is further accelerated by the 
letting up in the demand for bank credit. Thus the downward 
movement, like the upward movement, tends to become self- 
perpetuating. 

But as the upward movement culminates because of the strain 
placed upon bank reserves through an undue extension of bank 
credit, so the downward movement comes to a close because of the 
great accumulation of bank reserves due to the reduction of out- 
standing bank credit and the return of money from hand-to-hand 
circulation following the decline of prices. This continued ac- 
cumulation of reserves leads bankers progressively te lower dis- 
count rates to a point low enough to make the employment of 
bank credit again profitable. New securities are freely issued, 
bank loans are readily obtainable, and the purchasing power of 
business enterprises increases. Thus the upward swing returns 
and the cycle repeats itself. 

The increased demand which results from the extension of 
bank credit soon shows itself in a rising stock market, greater 
production, more imports, larger employment of labor, increased 
immigration, and rising prices. Rising prices and the increased 
volume of production result in increased earnings and profits. 
Thus the movements of reserves, bank credit, and discount rates 
pull up after them, first, the investment series, stock prices, shares 
traded, bank clearings, etc., and, second, the series which repre- 
sent industrial conditions per se, commodity prices, production, 
imports, employment, immigration, and earnings. 

The first movement takes place in bank reserves, loans, de- 
posits, and discount rates. In the United States reserves began 
to accumulate late in 1903. With the upward swing of reserves, 
loans and deposits were extended. The banking group as a whole 
began to rise in December, 1903. The extension of bank credit 
increased the demand for securities. The stock and bond market 
began to rise in the early part of 1904. Building began to in- 
crease in May, the production of pig iron began to increase in 
earnest in September, imports started upward in August, com- 
modity prices in July, and railroad gross earnings in August. It 
will be noticed that in nearly every case there was a short pre- 
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liminary rise, which, however, received a set-back, and was dis- 
regarded in the above statements. Thus the upward swing of 
reserves, bank deposits, and loans, the easing up of discount rates, 
- pulled up, one by one, first the various series connected with 
the security market, and then the series associated with industrial 
activity itself. 

The downward movement again began with reserves, deposits, 
loans, and discount rates. This group began to decline in the first 
half of 1905. The reduction of bank credit affected the security 
market and stock prices began to drop. The average of the in- 
vestment series began to turn down in the early part of 1906. 
Industrial activity still continued to increase for a time, but 
gradually the inability to float new securities or to get bank credit 
had its effect. Building began to decline in May, 1907, unem- 
ployment in July, and the industrial barometer, composed of pro- 
duction of pig iron, imports, commodity prices, railroad gross 
earnings, and immigration, in August. 

Similar facts appear in the upward movement following the 
crisis of 1907. Reserves, deposits, and loans started upward in 
September, 1907. Discount rates eased up. Stock prices fol- 
lowed in the early months of 1908. Building increased in March, 
and the industrial barometer started on the upward movement in 
June, 1908. 

The movements for Great Britain and Germany correspond 
with remarkable closeness of detail to those in the United States, 
and verify the conclusions stated. No economic phenomena are 
so international in their interrelation and interdependence, as are 
the movements of the money market. That fluctuations of pros- 
perity and depression are world-wide, at least so far as the ad- 
vanced countries of the world are concerned, would certainly bring 
some support to the conclusion that these fluctuations are, at bot- 
tom, movements of money, credit, and prices. Certainly no other 
economic factors can be claimed to bé so international in scope as 

the movements of the money market. Crops, favorable or un- 
favorable legislation, governmental demands, local catastrophes, 
etc., all modify the course of the fluctuations in the several coun- 
tries, but the dominant factors are the great international move- 
ments of money, credit, and prices. 

That the cycle of prosperity and depression is at bottom a ques- 
of money, credit, and prices is also supported by the historical fact 
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that during the long period of declining prices from 1873 to 1897 
depression was chronic both in the United States and in Great 
Britain, and to some extent in all countries. Continued depression 
was broken only by two brief periods of prosperity. Since 1897 
prosperity has been chronic, so to speak, broken only by temporary 
periods of depression. The reason lies in the fact that the period 
from 1873 to 1897 was a period of falling prices broken only at 
short intervals by temporarily rising prices. The period from 
1897 to the present has been a period of continually rising prices, 
broken by short intervals of falling prices. Falling and rising 
prices are generally conceded to be mainly monetary and credit 
phenomena. 

The analysis of monthly data presented in the foregoing pages 
would indicate the following points: 

(1) That the first movement in the prosperity cycle begins with 
reserves, loans, deposits, and money rates. 

(2) That the movement of reserves, loans, deposits, and money 
rates is the causal factor working out its influence on stock and 
bond prices, transactions on the stock exchange, bank clearings, 
business failures, building, employment, production, imports and 
exports, prices and profits. 


QUESTIONS AND EXERCISES 


1. What is the differencé between a financial panic and an industrial crisis? 

2. Describe briefly the different phases of the business cycle. What are the 
outstanding features of each phase? 

3. How may over-capitalization lead to an industrial depression? 

4. What basis is there for the assumption that money, credit, and prices are 
the important factors in the business cycle? 

5. What factor limits the expansion of business? 


CHAPTER XXVII 


THE CRISIS OF 1920 AND THE PROBLEM OF CON- 
TROLLING BUSINESS CYCLES * 


Various theories have been advanced as to how it 
would be possible to control periods of industrial depres- 
sion. Some of them are palliatives, designed to make the 
best of a bad situation after it has developed; others have 
for their purpose the control of prolonged industrial in- 
activity. It is the latter which deserves most attention. ~ 
Most of these theories are directed toward the control of 
credit expansion in one way or another.—[Ed. Note.] 


I 


Let me begin with a few words about the possibility of solving 
the problem of control over the business cycle. No competent 
student of the subject will assert that the rhythmical alternations 
of activity and stagnation so characteristic of modern business 
can be entirely eradicated so long as we maintain.the institutions 
of the money economy. We do not know what measure of success 
can ultimately be attained. But on the other hand, there is 
nothing in current theories of business cycles and nothing in the 
economic history of the past which forbids us to hope that by 
well-conceived measures we can mitigate in great part the suffer- 
ings which we undergo at present in consequence of booms and 
depressions. 

Certainly such hopes are not forbidden by the theories which 
trace the business cycle to cosmic causes over which we have no 
prospect of exercising control. Suppose, for example, that Pro- 
fessor Henry L. Moore definitely establishes his hypothesis that 
“the planet Venus in its eight-yearly periodic motion with respect 
to the Earth and the Sun,” is the cause of “eight-year generating 
cycles” upon our planet, and that these “generating cycles” 
constitute “the natural, material current which drags upon 


*By Wesley C. Mitchell, New School for Social Research, in’ Pro- 
ceedings of the Thirty-Fifth Annual Meeting of the American Economic 
Association. 
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its surface the lagging, rhythmically changing values and prices 
with which the economist is more immediately concerned” *— 
suppose, I say, that this hypothesis is proven to be valid, still it 
does not follow that we shall remain forever helpless victims of 
the business cycle. For though we cannot alter the behavior of 
Venus, we could hope to counteract the effect of this behavior 
upon our fortunes by prudent management of processes which 
are subject to control. Though we cannot arrest the terrestrial 
seasons in their course, we do offset their influence sufficiently to 
avoid freezing to death in winter. 

Nor need the long list of crises in the past quash our hopes. 
Business cycles have run a tolerably regular course in the United 
States for a century and in older nations for a longer period. 
But it is not inevitable that what has happened will repeat itself 
indefinitely. Indeed, this very history when examined closely 
offers strong encouragement to efforts at changing the course of 
business developments. For among the changes that have taken 
place in the character of business cycles are certain changes due 
to the purposeful intervention of men. Men have learned to 
exercise a considerable measure of control over at least one phase 
of the business cycle. 

In the middle of the last century the English found that if the 
business public is assured in times of pressure that all solvent 
borrowers can get bank accommodation by paying a high discount 
rate there will be no panic fears, no runs on the banks, and no 
epidemics of needless bankruptcies. The adoption of this method 
of “crisis financiering” produced a marked change in the character 
of English business cycles: the crises became less spectacular, the 
liquidations became more circumspect but longer. At the same 
time the differences between English and American cycles became 
more marked. We continued to have violent panics, as in 1873, 
1893, and 1907. Bankers and economists knew the reason and 
urged the remedy—such a centralization of banking resources as 
would enable American bankers to give their customers the same 
assurance that the English business men received. It took a 
generation to effect the necessary changes in our Federal banking 
law, but President Wilson finally succeeded in getting Congress 


*Henry L. Moore, “The Origin of the Eight-year Generating Cycle,” 
Quarterly Journal of Economics, November, 1921; xxxvi, 29; and Economic 
Cycles: Their Law and Cause, 1914, 149. 
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to pass the Federal Reserve Act in 1914. And six years later 
our new machinery was put to the test and found adequate. 

To repeat, we have learned how to prevent crises from degen- 
erating into panics, and from that success we may derive substan- 
tial encouragement to attack the next problems: how to lessen the 
excesses of booms and the sufferings of depressions. 


II 


In dealing with these problems we have seldom made the 
proper approach. After the usual human fashion we have tried 
to counteract the effects from which we suffer rather than to 
control the causes from which they flow. In every period of 
severe depression we have hurriedly devised emergency measures 
to prevent people from starving. Of course that is an effort in 
which every sensible man is glad to join once the emergency grows 
urgent. But obviously it would be far better to prevent these 
emergencies from arising—if that is possible. Our chief failing 
_has been that we have not devoted sufficient constructive intelli- 
gence to finding out whether prevention is possible. 

Happily this remark is today a commonplace. The most hope- 
ful sign in our dealings with the economic difficulties of 1920-21 
is that many men in public and in private stations have taken the 
constructive attitude, considering the future as well as the present, 
thinking about prevention as well as cure. That temper was a 
notable feature of the President’s Conference on Unemployment, 
which under Secretary Hoover’s leadership first arranged to coor- 
dinate the emergency measures for relieving distress this winter, 
and then provided machinery for framing a preventive program. 

In most discussions of preventive measures it is notable that 
emphasis is laid upon the prosperous phase of the cycle as the 
phase which requires control. It is becoming a common opinion 
that the time for effective action is the time when industrial 
activity is approaching the elastic limit set by full use of existing 
plant and when further expansion will be primarily a speculative 
boom. In addition to angry recrimination, there is much dispas- 
sionate analysis of the mistakes committed by the business com- 
munity in 1919, analysis which seeks to find how such mistakes 
may be avoided in future. 

The central issue in most discussions of what we did amiss in 
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1919 is the time at which the discount rates of Federal reserve 
banks should have been raised. Most competent judges seem to 
agree with the “personal opinion” expressed on this point by 
Governor Benjamin Strong in his statement of last August to the 
Joint Commission of Agricultural Inquiry. “I believe,” said 
Governor Strong, “if it had been possible, it would have been 
desirable for the Federal Reserve System to have advanced its 
rates at some point in the period between January and March, 
1919”—instead of waiting until November.* 

Since our concern is with the future we need not stop to discuss 
Governor Strong’s limiting clause—“if it had been possible.” 
Perhaps the Treasury’s plans for floating the enormous Victory 
Loan in the spring really did make it impossible, or at least 
undesirable, to raise the Federal reserve rates until that under- 
taking was accomplished. However that may be, we are justified 
in hoping that in the future such exigencies will seldom arise to 
prevent the Federal Reserve Board from adopting the policy 
which seems wise in the economic interest of the public. What 
most concerns us is that the Governor of the largest Federal 
reserve bank and many other experts believe after mature con- 
sideration that it would have been desirable to raise rates before 
the boom began. His reason for this conclusion is that an advance 
of rates would have moderated the expansion of business + and 
thereby diminished the severity of the crisis of 1920. 

If Governor Strong and the men who share his opinion are 
right about the policy that was desirable in 1919, as I think they 
are, may we not generalize and say it is desirable to raise discount 
rates in future periods of expansion whenever signs appear that 
production is nearing its limit and that further expansion will 
consist mainly in bidding up the prices of securities, of industrial 
equipment, and of the goods in process of production and 
distribution P 

Three objections have been made to this suggestion that the 
excesses of booms can be tempered by advancing discount rates at 
an earlier stage than has been customary in the past. 

First, it is said that the measure would be ineffective. Bank 
discount is a minor item in most business undertakings, an item 


* Hearing before the Joint Commission of Agricultural Inquiry, 67th 
Congress, Ist ses., part 13, p. 763. 
bid. p: 772. 
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small in comparison both with other costs and with the profit 
margins anticipated in periods of prosperity. In this respect, we 
are told, American business differs notably from English business 
in pre-war days, when an enormous volume of international 
trading was done in London on margins so narrow that a change 
of a quarter of 1 per cent in the market rate of interest made a 
marked difference in the prospects of profits. 

There is force in this contention, but not, I think, enough force 
to countervail Governor Strong’s opinion that an advance of 
discount rates would moderate the expansion of business. And 
moderation is what is wanted to prevent booms from producing 
those credit entanglements which make inevitable a long period 
of liquidation. Granted that most business plans would not be 
affected by an advance of even 1 or 2 per cent of the discount 
rate, there probably remains a considerable volume that would be 
affected directly, and a larger volume that would be affected indi- — 
rectly by a signal from the banks to observe caution. To control 
these marginal transactions would tend to relax the stresses that 
are accumulating within the business system. 

A second objection is that the American public has been accus- 
tomed to accept reserve ratios as the best index of banking condi- 
tions and the proper guide to discount policy. In view of that 
fact it is chimerical to propose schemes that set up a novel basis 
of control. The wise line of advance “is not that of finding a 
substitute for the reserve ratio as a guide to credit policy, but 
rather that of finding how to make our reserve ratio a more 
sensitive and immediate indicator of changing conditions than it 
now is.” Mr. A. C. Miller of the Federal Reserve Board has 
- recently presented this view with his cogent lucidity in the Ameri- 
can Economic Review.* And in accordance with this view he 
has suggested changes in the methods of Federal reserve banking 
designed to make the American system work in much the same 
way as the English banking system worked for forty years before 
the war. 

One may, I think, go far with Mr. Miller and yet stop short 
of the conclusion that the reserve ratio should continue indefi- | 
nitely to be the guide to credit policy. Efforts to make “our 
reserve ratio a more sensitive and immediate indicator of changing 
conditions than it now is” are certainly in the line of progress. 


* “Rederal Reserve Policy,” American Economic Review, June, 1921. 
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But I hope that progress will not be limited to attaining such 
measure of success as the Bank of England achieved for forty 
years before the war. For with all this success England suffered 
grievously from business cycles. We should aim at gaining a far 
more effective control over the wastes of prosperity and the 
sufferings of depression than the Bank of England has ever 
exercised. And while we may agree with Mr. Miller that our 
business public is unprepared for a discount policy that might 
raise the rates while reserve ratios were still high, yet we may not 
treat that attitude as an insuperable obstacle. As-an official Mr. 
Miller confines himself to that which is immediately realizable; as 
an economist he might join us in considering plans which involve 
campaigns of education. 

The final objection is that we have no definite means of knowing 
the precise point in the prosperous phase of the business cycle at 
which it is desirable to check expansion. But that objection has 
been met by the progress of statistical research and the ingenuity 
of Professor O. M. W. Sprague. Professor Sprague proposes to 
use index numbers of physical production such as have been made 
recently by Day, King, Snyder, and Stewart as a basis for dis- 
count policy. These series show that the increase in volume of 
business after a depression is for some time produced mainly by 
a rapid increase in the output of serviceable goods. During that 
_ phase of the cycle expansion is economically desirable. But 
whenever the existing industrial equipment is booked to capacity 
and the industrial army is fully employed then future growth in 
the supply of serviceable goods slows down to the rate at which 
new equipment and new hands can be provided and improved 


technical methods devised. After this point has been reached ~ 


in the cycle a further rise of prices serves not to increase the 
current supply of serviceable goods, but to create confusion in 
the markets, stimulate disserviceable speculation, and to produce 
the credit entanglements which cause so much anxiety during the 
crisis and prolong the period of liquidation. Our aim, accord- 
ingly, should be to check the rise of prices when the index numbers 
of physical output indicate that the limit of existing capacity is 
being approached. At that point it would be desirable to raise 
discount rates—even though reserve ratios might still be high. 
This suggestion is being developed at present by Professor 
Sprague in a book which we shall be reading next autumn. 
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We cannot pass final judgment upon this original plan until we 
have seen it developed in full. But in the meantime let us not 
dismiss the idea on the ground that the public has now insufficient 
knowledge of business cycles to permit its adoption. If the 
scheme is desirable we should be ready to play our part in a cam- 
paign of education, and to begin that campaign by educating 
ourselves in the possibilities of the measure which Professor 
Sprague proposes. On the other hand, let us not expect that any 
single plan will give us as large a measure of control over the 
business cycle as we desire and can attain. And this remark car- 
ries us forward to the consideration of certain other plans of 
control which merit attention. 


Ly. 


The most promising among these other plans are so familiar to 
economists that I need hardly more than name them. First comes 
the long-range planning of public works, with intent to get a 
larger part of such undertakings executed in periods of depression. 
In England the possibilities of this plan have been investigated by 
Professor A. L. Bowley and its adoption has been urged by Mr. 
and Mrs. Webb. In America its chief champion is Mr. Otto T. 
Mallery. In 1917 Mr. Mallery persuaded the legislature of 
Pennsylvania to set up the machinery necessary for such a pro- 
gram. California copied the Pennsylvania legislation this year, 
and now a bill providing for a similar planning of Federal public 
works is pending in Congress. For this plan it is urged that the 
saving in the cost of public works if contracts were let in periods 
of depression would be ample compensation for any inconvenience 
caused by postponing their completion for a year or two; that the 
reduction of competition for men and materials during periods of 
prosperity would lessen the strain of over-activity, and the increase 
of public contracts in times of depression would diminish the 
losses of both labor and capital. Like most other reforms this 
plan cannot be put into effect without an intelligent appreciation 
of what is now amiss on the part of large numbers of men. It, 
too, requires a campaign of public education. And no one can 
tell in advance just what practical importance it may assume. 
But clearly the average annual volume of.construction work now 
undertaken by various public bodies runs high in the hundreds of 
millions, and a considerable fraction of this imposing total can be 
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allocated on the basis of the business cycle without detriment to 
social welfare. Further, it is quite possible that in addition to 
construction work public purchases of many standard supplies 
might advantageously be planned on this basis. 

The extension of such long-range planning from public to 
private enterprises is an obvious suggestion. Before the war the 
French Ministry of Transportation seemed to be moving in this 
direction, with reference both to new construction and purchase 
of rolling stock. As long ago as 1908 Mr. Carl Snyder was 
arguing that American railways could profit by planning their 
expenditures, as they have long been planning their financing, 
with reference to the business cycle. In practice, most American 
railways still do precisely the opposite; they build and buy most 
freely in times of business activity when costs are high. For this 
policy there is at present a compelling reason. Few railway 
systems have the financial leeway necessary to allocate their outlays 
in the most advantageous fashion. They are forced to live from 
hand to mouth however extravagant that mode of life may be. 
But if it is socially desirable to leave the railways in private hands, 
it is desirable to secure them revenues sufficient to maintain effi- - 
cient service and with such revenues they would in all probability 
find it profitable at least to level down the present inequalities of 
outlay as between good times and bad, if not actually to undertake 
more work in periods of depression than in periods of activity. 
And what is true of the railways in this respect is probably true ~ 
also of most other industries. The total volume of purchases and 
construction work which might with advantage to all concerned 
be systematically planned with reference to the business cycle runs 
in the billions. 

Quite a different line of attack upon the problem is represented 
by the various schemes of unemployment insurance now in opera- 
tion or under consideration by government agencies and private 
employers. Perhaps the most interesting of these plans is the 
Huber bill at present pending in the Wisconsin legislature. This 
bill creates an Unemployment Insurance Company, which all 
manufacturers in the state would have to join, and to which they 
would pay premiums varying according to their labor turnover 
rates. These premiums would be used to provide unemployment 
allowances for employees discharged for*no fault of their own. 
The central idea, however, is less to mitigate the misery of the 
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man out of work than to prevent men from being discharged for 
lack of work.. For by making his premium depend upon his labor 
turnover this bill gives the employer an inducement to stabilize 
his working force. Just as compulsory accident insurance has 
led to a large reduction in the number of accidents, so it is believed 
that compulsory unemployment insurance would lead to a large 
reduction in the number of the unemployed. 

Concerning other plans for stabilizing economic activity—the 
improvement of employment offices, out-of-work benefits by labor 
unions, a greater centralization of banking, stabilizing the dollar, 
and the like, I shall say nothing—not because of lack of interest 
but because of lack of time. One matter however so nearly con- 
cerns our profession that I must dwell upon it—the need of 
increasing our knowledge of the business cycle and putting this 
knowledge to better use. 


\e 


IV 


All of us who have followed the crisis of 1920 and the pro- 
longed liquidation which it started have had brought home to them . 
the large speculative element in their thinking about the subject. 
For example, we have heard a great deal about “frozen credits” 
as a factor of the first magnitude in retarding recovery. We have 
read much about how these credits became “frozen” and how they 
may be “thawed.” But if the factor is of first-rate importance 
‘we ought to know what a “frozen credit” is, what proportion of 
bank credits answers to the definition, what proportion of credits 
is frozen in ordinary times. The latter point is particularly 
significant and yet has been little attended to by bankers or econo- 
mists. So far as I know no adequate analysis has ever been made 
of bank loans from this point of view. Certainly our insight into 
the difficulties which we are confronting and therefore our ability 
to meet these difficulties with success would be increased if our 
banking authorities would compile and publish statistics of this 
character. 

In general American banking statistics rank high in comparison 
both with statistics from other fields at home and with banking 
statistics from other countries. But they present a second lament- 
able gap. Some 10,000 banks are connected with the Federal 
Reserve System, and concerning their condition we get reports 
five times a year. But there are 20,000 other banks concerning 
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which we have but one report a year, and that a meager one. It is 
true that these 20,000 state and private banks all put together have 
only half the resources of the 10,000 member institutions. But in 
such a situation as the present, when the financial position of the 
farmers counts so heavily in all reckonings, it is ill that we have to 
conjecture facts which we might know. The Federal Reserve 
Board or the Comptroller’s office would render a great service if 
they would fill this gap. 

Once again, this year has taught us how poor are our statistics 
of unemployment, of wages, of earnings. When an attempt was 
made last autumn to find how many men were out of work, the 
Bureau of Labor Statistics and the Advisory Committee of the 
President’s Conference on Unemployment could not get within a 
million of each other’s estimates. About part-time employment we 
know almost nothing. The prices of labor are always a matter 
of the first consequence, and in the present time of readjustments 
there is especial need of current data—a need so pressing that it 
is hard to be grateful for the fragmentary surveys made from 
time to time by the Bureau of Labor Statistics. And even if we 
had comprehensive statistics of wage rates we should still be 
unable to make out changes in the economic position of the work- 
ing classes or to get much light on the “buyers’ strike” which is 
alleged to have precipitated the crisis unless we had data for 
pay-roll disbursements and family earnings. All our comparisons 
between wages and cost of living are rendered doubtful because. 
the fluctuations of wages may be very imperfect representations 
of fluctuations in family incomes. 

Then there is the whole field of merchandising—a big section 
of our economic life which is so obscure that we cannot say even 
approximately how many retail and how many wholesale stores 
there are in the country. This field is a difficult one, but is it 
really more difficult than agriculture, manufacturing, mining, or 
even transportation? Yet if one puts the current reports from a 
few department stores and mail-order houses which are published 
in the Federal Reserve Bulletin and the Survey of Current Busi- 
ness beside the material in the Year Book of the Department of 
Agriculture, the Census of Manufactures, the Geological Survey’s 
_teports on Mineral Resources, and the publications of the Inter- 
state Commerce Commission, how slight the merchandising figures 
seem! And how difficult it is to see even a little bit into the 
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business future when one has to guess at what is happening in the 
great processes of distributing merchandise. And how can we 
intelligentiy attack the problems of economic waste without a 
chance to follow goods beyond the walls of the factory and the 
cars of the railways? 

There are few members of our Association who have not felt 
the lacks which I have lamented and other lacks besides. Most 
of them are lacks we cannot fill by individual enterprise. But we 
can do something as individuals by seizing every opportunity to 
use the data which are already available in our discussions of 
economic problems and to cooperate with the various agencies, 
public and private, which are striving to improve the range and 
character of statistical reporting. In this effort we have many 
allies. There is a rapidly growing sentiment among business men 
in favor of statistical publicity. Indeed the recent converts from 
this side sometimes err from an excess of zeal and propose 
impossibly elaborate inquiries—questionnaires that would require 
months to fill out. The statistical offices of the Federal Govern- 
ment—it is not invidious to mention especially the bureaus of the 
Department of Commerce and the research organizations of the 
Federal Reserve Board and the Federal reserve banks—are show- 
ing a degree of enterprise which is most gratifying. Everything 
which we can do to increase interest in their output, and to 
answer their numerous calls for service, is a professional duty. 


Vv 


But to do what in us lies toward the improvement of statistical 
data is by no means the whole of our opportunity. After all, the 
endless tables of statistics which we need are only raw materials 
from which we are to construct a more serviceable account of 
economic behavior—an account that will serve better all efforts 
to raise the standards of social welfare. Among these efforts the 
effort to control the business cycle is but one, though one that 
is in a most hopeful stage at present. Here is a really progressive 
line of economic research. The books in this field rapidly go out 
of date, because the later writers have new things to say; they 
really have more knowledge, keener insight, better technique than 
their predecessors. And yet we are far from being within sight of 
the solution of our problem. 
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You remember Carlyle’s description of the situation of England 
in 1843 when he spent the first seven weeks of the year in writing 
Past and Present. 


England is full of wealth [he wrote], of multifarious produce, supply for 
human want in very kind; yet England is dying of inanition. With unabated 
bounty the land of England blooms and grows; waving with yellow har- 
vests; thick-studded with workshops, industrial implements, with fifteen 
millions of workers, understood to be the strongest, the cunningest, and the 
willingest our Earth ever had; these men are here, the work they have 
done, the fruit they have realized is here, abundant, exuberant, on every 
hand of us: and behold, some baleful fiat ‘as of Enchantment has gone forth, 
saying, “Touch it not ye workers, ye master-workers, ye master-idlers ; 
none of you can touch it, no man of you shall be the better for it; this is 
enchanted fruit.” 


It is true that Carlyle made the grave mistake of supposing 
that this condition of affairs was a chronic instead of an intermit- 
tent disease of the body politic; but for all that his description 
applies as well to the United States in 1921 as to England in 
1843. And this description points straight to the heart of the 
difficulty which we must face in our efforts to control the business 
cycle. 

This past year millions of us have been idle when we wished to 
work, billions of dollars worth of plant and machinery have stood 
unused when the owners longed to start their furnaces, and what 
we wanted to produce we needed to consume. The Edict of 
Enchantment which forbade us to do what we wished was pro- 
nounced by the Money Economy. We are periodically mastered 
by this social machinery we have made, and stand idle and needy 
at its bidding. For with all its efficiency the Money Economy 
has a fundamental defect—it warps the aim of our economic 
activity. What we want as human beings is to make serviceable 
goods. What we are compelled to do as citizens of the money 
economy is to make money. And when for any reason: it is not 
profitable to make goods we are forced to sacrifice our will as 
human beings to our will as money makers. That is the heart of 
the paradox. 

If I am right about this fundamental matter, I can hardly be 
wrong in taking an optimistic view of the future. For since the 
money economy is a complex of human institutions, it is subject 
to amendment. What we have to do is to find out just how the 
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- rules of our own making thwart our wishes and to change them 

in detail or change them drastically as the case may require. 
Not that this task is easy. On the contrary, the work of analysis 
is difficult intellectually and the work of devising remedies and 
putting them into effect is harder still. But one has slender 
confidence in the vitality of the race and in the power of scientific 
method if he thinks a task of this technical sort is beyond man’s 
power. 

To do our large share in this work ag economists we must 
develop our contribution to the theory of human behavior along 
three lines. First, we must make an increasingly thorough use 
of quantitative analysis, cooperating vigorously in the efforts at 
securing better statistical data on the one side, and on the other 
side utilizing such data as we have to the best advartage. Sec- 
ondly, we must be clear in our own minds about the rdéle which 
institutions play in guiding our behavior. Among these institu- 
tions none is more important than the money economy. No one 
cares deeply for what Professor Fetter calls “price economics” 
on its own account. All of us agree with him that our ultimate 
aim is social welfare. But we cannot promote social welfare 
effectively without finding where our dominating pecuniary insti- 
tutions serve us well and where they serve us ill. So we have the 
best of reasons from the viewpoint of “welfare economics” itself 
for devoting much of our attention to the technical exigencies 
of the price system. Finally, I think we must adopt a courage- 
ously constructive attitude toward our problem. “Social science 
seems to me,” said John Dewey in 1917, “to stand about where 
physical science stood three centuries ago in the early years of 
the seventeenth century. There is the same halting and obstructed 
tendency to move from the attitude of the outside spectator, 

classifier, and justifier of things as they are outwardly given to 
that of the active participant and modifier, from that of wholesale 
organization to that of retail reorganization.” * Let us join 
whole-heartedly in that movement, cultivating an experimental 
habit of mind, and endeavoring to add our mites to the knowledge 
that may some day give mankind control over their own 


behavior. 


*“The Need for Social Psychology,” Psychological Review, July, 1917; 
KXIV 2/ Oe ‘ 
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QUESTIONS AND EXERCISES 


1. What are the possibilities of controlling business cycles? 

2. State the various theories of mitigating business cycles. 

3. What part do established institutions play in business cycles ? 

4. Explain the rdle of the institution of money in the business cycle. 


CHAPTER XXVIII 
BUSINESS RECOVERY FOLLOWING DEPRESSION* 


Tue United States has been through several periods 
of industrial depression. It is commonly stated that 
there is a crisis every ten years. This is true in a general 
way, but cannot be interpreted too strictly. These crises 
have given a great deal of material which may be of value 
in interpreting future industrial movements, although 
each recurring period of depression has features which 
are peculiar only to it. Business has evolved several 
barometers from this past experience which are of value 
in predicting the future course of affairs. Among the 
more important of these business barometers are the pro- 
duction of pig iron, interest rates, and the prices of stocks 
and bonds.—[ Ed. Note. | 


There have been seven great business depressions in this coun- 
try since the Civil War, and each time the recovery has been 
marked by increasing industrial production, rising prices for 
stocks and bonds, and low interest rates. This report is the 
account of a statistical study of these depressions, made with 
the object of finding how business recovery has come in the 
past, and how the recovery now under way compares with the 
earlier ones in its development up to the present time. 

This study was undertaken in the hope that it would throw 
light on some important problems faced by the Cleveland Trust 
Company in the regular administration of its business. The bank 
owns large amounts of high-grade bonds that have been increas- 
ing in market value for nearly two years. It also has some hold- 
ings of investment stocks that have been advancing in value 
for nearly a year. 

Present banking conditions differ from those that obtained 
when these investment securities were acquired in that member- 
ship in the Federal Reserve System now makes it unnecessary and 
perhaps unwise to keep large amounts of the bank’s resources in- 


* An article by Leonard P. Ayres, Vice-president, The Cleveland Trust 
Company. Copyright by the Cleveland Trust Company. 
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vested in such long-term securities as those referred to. Under 
earlier conditions the possession of such an investment reserve 
was an important factor of safety in the conduct of conservative 
banking operations, but now the chief and safest recourse in 
time of need is the Federal Reserve Bank, to which any solvent 
member bank may go and secure see fonds as it may require 
for its customers. 

In view of these conditions the Trust Company has decided to 
sell part of its investment securities, and to use the funds re- 
sulting from these sales in regular banking pperations that will | 
yield a satisfactory income, and be of direct service “to the com- 
me-cial and industrial interests of its customers. The question 
confronting the company is when these sales should be made. 
The securities have been advancing in market value for some 
months and are now quoted at prices distinctly higher than those 
at which they are carried on the books. 

In order to help answer this question diagrams have been pes 
pared showing the course of pig-iron production, interest rates, 
and the prices of stocks and bonds during each depression since 
1883. No diagram for the long depression from 1873 to 1879 
has been made because monthly figures for pig-iron production 
are not available for those early years. 

The Depression of 1883 to 1886. The black silhouette back- 
ground of Diagram 1 shows the course of pig-iron production 
for the four years from 1883 through 1886. The line at 100 on 
the diagram represents the average monthly output during the 
four-year period, and the black silhouette shows for each month 
the degree to which the output of pig-iron was greater than the 
average, or below it. Thus in August of 1883, which was the 
high month of that year, production was at 107 per cent of the 
monthly average for these four years, and from that point it fell 
irregularly until it reached a low point of only 75 per cent of the 
average in January of 1885. 

The three lines running across the diagram represent the aver- 
age market price each month of ten high-grade railroad bonds, 
the average price of ten high-grade railroad common stocks, and 
the average quotations for choice sixty to ninety-day commercial 
paper in New York City. This last line, showing the course of 
interest rates, has been drawn after multiplying the quoted rates 
by ten, so that sixty on the diagram means 6 per cent, and so on. 
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Three significant features may be noted. The first is that the 
high point for the bonds was reached fourteen months after the 
low point of pig-iron production. The second is that the high for 
the stocks came approximately two years after the low of pig 
iron, and the third is that low interest rates continued for about 
one year and a half after the lowest point for pig iron. 
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Digeram 1.—The long and slow depression from 1883 to 1886 


The Depression of 1893. Diagram 2 follows the same gen- 
eral plan as its predecessor, and shows the movements of these 
same four series during the long and irregular depression which 
began in 1893, gave place to a large measure of recovery in 1895, 
and again became a serious depression in 1896 and 1897. 
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Pig-iron production has been used in these diagrams to repre- 
sent the course of general industrial activity. Its figures are al- 
most the only statistical series of industry running back by months 
in adequately reliable records over the past forty years. More- 
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Diagram 2.—The severe and irregular depression beginning in 1893, with 
crop failures in that and the following year and partial recovery in 1895, 
followed by further depression in 1896 


e0 


over, these data constitute a sensitive and trustworthy barometer 
of industrial activity, for almost every sort of manufacturing oper- 
ation is dependent on iron for material, machinery, or construc- 
tion. It may be accepted as a generally valid proposition that when 
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pig-iron production falls off, general manufacturing activity is 
declining, and when it increases it is because industry is again 
expanding. 

In this depression there were two extreme low points of pig- 
iron production. The second was the lower and came in June of 
1894. The depression came in typical fashion in 1893, with 
extremely high interest rates, accompanied by distress selling of 
stocks and bonds which carried the prices of these securities io 
low levels. During these same months of 1893 general industry, 
as here reflected by pig-iron production, rapidly slowed down. 

Despite the irregularity of this depression a careful study of 
the diagram will show that the high point for bond prices was 
again reached fourteen months after the low of pig iron. The 

® prices of the ten railroad stocks reached their highest figure less 
than two years after the second low of pig iron, but about two 
years after its first low point.Q Interest rates again stayed low 
for about one year and a half. ; 

This depression seems to have been in reality two depressions, 
partially superimposed one upon the other. It came at a time 
when prices were lower than at any other period in our economic 
history, and it marked the transition from the long period of 
irregularly falling prices that began at the close of the Civil 
War, to the long period of rising prices for wholesale commodi- 
ties that culminated after the close of the World War. 

The Depression of 1903 and 1904. The next serious depres- 
sion came at the end of 1903, and it is often referred to as the 
rich man’s panic because its effects were more seriously felt in 
financial circles than in general business. The typical develop- 
ments of this depression may be clearly followed on the diagram. 

Industrial activity was high in 1903 and so were interest rates. 
Suddenly industrial activity began to fall off and interest rates 
ran up still higher. This was accompanied by the selling of 
stocks and bonds at rapidly falling prices, and in this process the 
bond prices reached their lowest point some two months before 
the stocks, 

A little later, in. the last month of 1903, the lowest point of 
pig-iron output was reached. This was followed by a consid- 
erable and rapid recovery, and by another decline which was not 
serious or of long duration. 

Once more bond prices advanced as industry picked up, and 
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again it happened that full recovery for the bonds for this period 
came fourteen months after the low point of pig-iron production. 
This time bond prices stayed at the high level for nearly a year 


before declining. 
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Diagram 3.—The short depression of 1903 and 1904, sometimes called the 
rich man’s panic 


Interest rates again continued to fall after the industrial de- 
cline was well on its way, and again cheap money ruled for about 
a year and a half after the low point of pig iron. It is note- 
worthy that in this depression, as in that of 1883 to 1886, cheap 
money meant about 4-per-cent money, while in 1894 and 1895 
it was 3-per-cent money. 


Stock prices continued to rise for just over two years, and 


BUSINESS RECOVERY FOLLOWING DEPRESSION 997 


warning that the end of the bull market was at hand was given by 
the rise of interest rates that preceded it. The line showing stock 
prices in this diagram, and those for the following diagrams of 
this same sort, are based: on the prices of twenty-five industrial 
common stocks, instead of those of ten railroad stocks. The 
change is made here because it is believed that from this point 
-on the course of the stock market is more truly shown by the 
movements of the industrial stocks. 

The Depression of 1907 and 1908. In 1907 a serious depres- 
sion suddenly developed from a period of great industrial and 
business activity and prosperity. During the first part of 1907 
pig-iron production was high and general business was good. In- 
terest rates were high. Stocks and bonds were falling. The cul- 
mination of the period of prosperity probably came when many 
manufacturers realized that, while business was still active, they 
were no longer making adequate profits on account of the high 
costs of labor and materials and the high rates of interest. They 
began to curtail their own operations, and to attempt to secure 
payment of accounts due them. 

Such a movement spreads like a prairie fire, for each person or 
firm called upon to pay what he owes tries in turn to collect 
what others owe him. This accounts for the distress selling of 
stocks and bonds, and the rapidly rising interest rates in such a 
period. We have just passed through one of these times and the 
memory of it is fresh in the minds of most business men. 

The course of bond prices in the depression under considera- 
tion is similar to that in the earlier periods, for once more bonds 
reached their highest prices fourteen months after the lowest point 
of pig-iron production, This time they stayed at their high prices 
for about four months before beginning to decline again. 

The twenty-five industrial stocks. rose rapidly in price for just 
less than two years after the low of pig iron. The diagrams illus- 
trate the familiar fact that when stocks reach their high point at 
the end of.a major upward movement they start down again imme- 
diately and rapidly. In this they differ radically from the bonds. 

Interest rates again stayed low and made cheap money avail- 
able until about a year and a half after the low of pig iron. Dur- 
ing this depression cheap money meant money at about 314 per 
cent. This time, as during the previous periods of recovery, the 
approaching termination of the rise in the stock market was indi- 
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cated by rapidly rising interest rates following a protracted period 
of cheap money. 

The Depression of 1914 and 1915. Apparently a business de- 
pression was impending when the great war broke out in 1914, 
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Diagram 4.—The depression of 1907 and 1908, accompanied by acute indus- 

trial disturbances, and by financial difficulties so serious as to provide the 

final illustrations and arguments necessary to bring the Federal Reserve 
System into existence 


and it seems probable that it would have come even without the 
dislocation of business that began in the summer of 1914 as a 
direct result of the declarations of war. In 1913 industry was 


declining, stocks and bonds were falling in price, and interest 
_rates were high. 
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In the summer of 1914 came the war and with it marked slowing 
down of almost all kinds of business. The stock market was 
closed and this period is represented in the stock line on the dia- 
gram by the line of dashes across the second half of 1914. During 
this period there was temporarily a greatly increased demand for 
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Diagram 5.—The depression preceding the great war, with its quick recovery 
to war-time prosperity 


money as business men attempted to readjust their affairs, and 

those engaged in foreign trade tried to secure settlement of their 

accounts. 

_ The low point of pig-iron production occurred in December of 
1914. The recovery was rapid under the stimulus of the war- 

time buying of the European governments. This seemed to have 
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little immediate effect on the action of bond prices, which be- 
haved much as they had during previous periods of recovery, and 
reached their high prices fourteen months after the low point of 
pig-iron production, 

Industrial stocks rose rapidly after the reopening of the stock 
market and reached their highest point for this movement two 
years after the low record for pig-iron output. As in previous 
periods, this turning-point in the stock market was foretold by 
rising interest rates. 

The period of depression in 1914 and 1915 was characterized 
by unusually low interest rates, which continued at about the 3 
per-cent level for a year and a half after the low point of pig- 
iron production. These sustained low rates surprised most 
students of finance at the time, for it was generally believed that 
the immense demands of the war upon industry would at once 
lift rates of interest and keep them up. That this did not hap- 
pen appears to have been due to the great shipments of gold from 
England, which were sent to pay for supplies bought here and 
which served to increase bank reserves, and so to make possible 
credit extensions at easy rates. 

The Depression of 1921 and 1922. The present depression 
began in the summer of 1920. Like all the others, it came at a 
time when stocks and bonds were falling and interest rates were 
high. In the fall of 1920 pig-iron production began a long and 
rapid decline which carried it down, by July of 1921, to a point 
relatively lower than that reached in any previous depression. 
From that low of July, 1921, a rapid recovery began which is 
still under way, and bids fair to continue until normal output is 
reached. 

The movements of stock prices, bond prices, and interest rates 
during this depression have been similar to those noted in the 
cases of previous depressions and recoveries. Since the upward 
turn in pig-iron production, stock and bond prices have risen 
rapidly and continuously, and interest rates have fallen. 

When the wholesale and retail prices of commodities began 
their great upward movement during the war, the prices of bonds 
entered upon a long and rapid decline that carried them down, by 
the middle of 1920, to the lowest levels reached since the years 
following the Civil War. There was a slight recovery during the 
next year, but a low point was reached in the early summer of 
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1921 that was but little above the extreme low of 1920. From 
that point the recovery has been rapid. If it should follow the 
precedents of earlier recoveries it might be expected to continue 
at least until September of 1922, which would be fourteen months 
after the low of pig-iron. 
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Diagram 6.—The depression following the war with Germany 


By the same analogy it would be reasonable to expect that in- 
dustrial stocks might continue to advance irregularly in price until 
about the summer of 1923, and that cheap money might continue 
to be available for business purposes through the present year of 
1922. However coming events may develop in detail, it is safe to 
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predict that low interest rates will prevail until there has been a 
considerable and sustained expansion of industrial and business 
activity. When that condition is reached, the time will come when 
interest rates will rise. That rise will indicate that the end of 
the period of advancing prices for stocks is at hand, and it will 
be preceded by at least a temporary halt in the present advancing 
market for bonds. These developments and their sequences are 
predictable, not merely because they have happened before, but 
because they are causes and effects and move in conformity with 
well-established economic laws. 

Thus it is entirely safe to predict that sustained activity in 
general business will lift interest rates above the levels that pre- 
vailed in the preceding period of depression and stagnation. It 
is also safe to expect stock and bond prices to rise rapidly while 
interest rates are low, and business is recovering. It is further- 
more safe to prophesy that in such a period the advance in the 
bond market will halt before that in the stock market. These are 
developments that are contingent, one upon the other, for the 
degree of activity of general business exercises a controlling in- 
fluence upon interest rates, and these in turn control the price 
movements of investment securities. : 

A Typical Recovery Following Depression. Diagram 7 
was made by averaging the figures for the four depressions of 
1883-86, 1903-04, 1907-08, and 1914-15. It attempts to picture 
a typical period of depression and recovery. The low points of 
pig-iron production have been brought together and the figures 
for stock prices, bond prices, and interest rates have been tabulated 
for each depression one month before the low of pig-iron, two 
months before, three months before, and so on until the average 
movements for the four series in all four depressions have been 
worked out for the months preceding and following the low of 
pig-iron output. In this way a composite picture of the depres- 
sions has been made using the low of pig-iron production as the 
pivot or point of departure by which all the other data were 
located. 

In putting together the figures for the four depressions the tem- 
porarily high interest rates prevailing in the latter half of 1914 
have been omitted on the theory that they were clearly abnormal 
and caused by the outbreak of the war. The low of pig-iron pro- 
duction has been placed at July of the second year, because the 
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lowest point in the present depression came in July. This makes 
it easy to compare the developments of the present period with 
those of the four other periods combined, and to think of the four 


years as corresponding to 1920, 1921, 1922, and 1923. 
In} 1 
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Diagram g* typical period of depression and recovery, based on the data 
¥ of four actual periods 


Decline. In the typical period of business decline, depression, 
and recovery, the controlling factor is industrial activity. In the 
latter part of a period of general business prosperity, competition 
for funds, materials, and workers becomes keen, and prices ad- 
vance and efficiency diminishes until profits notably decrease. The 
business men who first seriously feel these influences take steps to 

reduce production and to collect what is owed them. As increas- 
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ing numbers of firms take these steps, production falls and money — 


rates advance. Because money rates are high and industrial 

rofits are declining, the prices of stocks fall. Bond prices also 
ie down in such a period, as interest rates rise. 

Depression. As industrial production nears its low point the 


forces of retrenchment move with increasing momentum. The . 


calling of loans and the demands for the payment of accounts 
become general, and in order to meet these demands firms and in- 
dividuals sell their securities to raise funds with which to meet 
the claims of insistent creditors. At these periods business fail- 
ures become numerous, unemployment is general, and the prices 
of stocks and bonds dip suddenly under the stress of forced sales. 

It is generally true in American business that in times of pros- 
perity we make our debts, in times of depression we pay our debts, 
and in periods of recovery we start again. It seems to be the 
rule that easy money is seldom used to clear off indebtedness. 


Exceptional profits are commonly spent to finance the expansion of 


plants, and then when profits dwindle before the plant extensions 
are completed, the rest of the work is paid for by money that 
comes through the hardest sort of effort. 

When productive industry slows down, reduces its pay-rolls, and 

‘curtails its purchases, it requires far less ney to finance its 
operations than it did a little earlier when At was working on a 
capacity basis. As soon as the period of attive readjustment and 
debt-paying is over, the funds that have/been released seek new 
employment. They find the opportunity for this in bonds, which 
may be purchased at such times for less than their normal value, 
and which offer great security. 

Because of these reasons bonds begin to rise in price early in 
depression periods, and high grade stocks soon start to rise with 
them. This upward movement starts while interest rates on com- 
mercial paper are still high, but it goes forward at an accelerating 
pace, and purchases of these securities are made in increasing 
volume, when commercial interest rates have become low and busi- 
ness is still stagnant. So long as it is possible to borrow money 
at 4 or 5 per cent, and to purchase bonds on a basis to yield 6 or 
7 per cent, and stocks at prices such that they yield 8 or 9'per cent, 
the security markets are sure to show rising trends and large 

face of sales. 


Recovery. Industry does not long continue on a slow, part- | 


—  . 
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time basis. When prices are low, and-interest rates are falling, 
and labor seeks employment at reduced wages, courageous men 
begin to place orders for materials, equipment, or construction that 
will have to be purchased eventually and can now be bought for 
much less than they would have cost a little earlier. Among these 
early purchasers in reviving markets the railroads are likely to be 
conspicuous. This is perhaps in part to be explained by the fact 
that their organizations are ey up of men who have been 
in the business for a long term of years, and have passed through 
similar periods before, and have a good understanding of them. 

As industry continues to improve, stocks go on advancing, with 
occasional recessions as the market gets increasingly speculative, 
and prices rise beyond the point \warranted by immediate pros- 
pects for profitable operations in industry. At some point in this 
process a situation is reached where bonds appear less attractive 
than they formerly did, because their prices are now relatively 

“high, and it becomes clear that greater returns can be secured from 
industrial operations and industrial and other stocks. 

Most business men find great difficulty in guiding their courses 
of action so as to take advantage of the changing phases of com- 
merce and industry as they pass from prosperity, to decline, to de- 
pression, and to recovery. Perhaps this may be partly explained 
by noting that taking advantage of some of the opportunities 
offered by the typical. developments, that have been reviewed as 
characterizing these past periods of depression and recovery, 
would call for diverse qualities not’often found in combination in 
the same individual. ; 

The quality most needed by the man who would dispose of 
bonds to the best advantage during a period of recovery, is 
patience. The rise in price is long and slow and when the top has 
been reached there is no need for hasty action, for the succeeding 
decline will probably begin gradually. In the case of stocks these 
conditions do not hold. The advance is irregular and character- 
ized by numerous dips before the top is reached. When that time 
does come the quality most needed is prompt decision, for the fall 
will be rapid after the market has finally turned. 

For the business man who would profit by availing himself of 
the cheap money that may be secured in times of depression, still 
other qualities are requisite. Such a man has need for courage 
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and initiative. He must be an optimist in an atmosphere of preva- 
lent pessimism. 

While these qualities are not common attributes by themselves, 
and are most rarely found in combination in the same individual, 
there is a partial substitute for them that is available to all. This 
substitute is a current knowledge of the movements of just such 
simple indicators of business development as have been reviewed 
here. The most important single piece of business information 
that the man of affairs can have is that which tells him at what 
stage of the changing course of business he is at any given time. 

Without carrying an analogy too far, the passage of general 
business through the phases of prosperity, decline, depression, and 
recovety may perhaps be likened to the course of the piston in an 
ordinary gasoline engine. It is a familiar fact that the piston of 
the automobile engine has only one power stroke in each four 
times that it moves through the cylinder. 

This power stroke comes when the piston is thrust Tonner as 
the gas in the cylinder is exploded by the spark. This may be 
compared to the period of prosperity in business. On its next 
trip back through the cylinder, the piston expels the burned gas, 
and this is like the period of business decline. The next passage 
down of the piston sucks in a new supply of fresh gas, and this 
may be likened to the period of depression, during which the read- 
justments are being made that will render new accomplishments 
possible later on. On the following trip up the piston compresses 
the gas so that the explosion that is to follow may be a powerful 
one. This is like the period of recovery. After this come the ex- 
plosion and the working stroke again, and in the business world it 
is the period of prosperity that follows. The comparison is a 
somewhat fanciful one, but it is not altogether inappropriate. 

Economy and Efficiency Influence Recovery. Attention has 
been called to the fact that during the period of depression and 
recovery there is available an abundance of funds for investment 
purposes. It is largely because of this that the market prices of 
stocks and bonds rise during such a time. Part of the explanation 
for the existence of these large supplies of funds seeking invest- 
ment at such periods is to be found in the releasing of money by 
the slowing down of industry, the reduction of pay-rolls, the fall 
of commodity prices, and the reduction of inventories. 

Another large part of the explanation is to be found in the 
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fact that at such times people spend less and save more, and if 
they have work at all they produce more. It is strikingly true in 
the present period of recovery that industrial workers, foremen, 
and superintendents are producing far more per man per day 
than they did at the height of prosperity in 1919 and 1920. For 
example, in the great tire factories of Akron, Ohio, the production 
of tires averaged early in 1920 about one per man per day. In the 
spring of 1922, the same factories with the same processes and 
machinery were turning out nearly two and a half tires per man 
per day. 

In the Ford factory at Detroit, in the spring of 1920, each 
fifteen employees turned out one car each day. In the spring of 
1921, it required only eight employees to turn out a car per day. 
In the Cleveland district there have been many instances in which 
manufacturing firms reduced working forces in 1921 in order to 
avoid piling up great surpluses of output which could not be sold 
until better times returned, and then found to their great surprise 
_ that the reduced working force produced about as much output 
as the much larger full force. Such instances could be multiplied. 
They indicate that in times of business depression and recovery, 
economy and efficiency tend greatly to increase. The resulting 
money savings account in part for the guetee funds ae for 
investment in such periods. 

Pig Iron Production and Interest Rates Since 1860. In 
order to give a long view of the movements of interest rates and 
industrial activity since 1860, Diagrams 8 and 9 have been pre- 
pared. Diagram 8 shows for each year the number of millions 
of tons of pig iron produced in this country. The dotted line 
running along the top of the diagram shows the estimated normal 
production for each year. This dotted line is a ten-year moving 
average. For any given year it shows the average of the actual 
production figures for that year, the five preceding years, and the 
four following years. For the last four years of the period it is 
based partly on estimated data. 

It will be noted that the black silhouette of the diagram r runs 
alternately above and below the dotted line. Where it runs above, 
it indicates that the period was one of industrial prosperity, with 
pig iron output in excess of the estimated normal. Where it runs 
below the dotted line, it is because those years were times of de- 
pression with reduced output. At first sight it would appear that 
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Diagram 9.—The upright columns represent pig-iron production each year from 1860 to 1922. The 100 line shows normal output, 


and the heights of the columns indicate the percentage by which actual output was greater or smaller than normal. 
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line shows interest rates on commercial paper, multiplied by ten. 
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these excesses or deficiencies, above or below normal, were com- 
paratively insignificant in the earlier portion of the period of 
years, and much more important in the latter portions of it. 

Such an inference would be erroneous, for it is the percentage 
and not the amount by which the actual output was above or 
below normal that is significant. The results of the computation 
of the percentage of shortage in each year of depression, and the 
percentage of excess in each year of prosperity are graphically 
presented in Diagram 9. In considering these diagrams it is to be 
remembered that the significance of the facts they present is some- 
what obscured because the data are plotted by whole years instead 
of by monthly totals. The upturn or downturn of production or 
general business does not coincide with the changes of the calendar. 

Diagram 9 is derived from Diagram 8. The line of estimated 
normal production is taken as 100 per cent, and the actual pro- 
duction of each year is shown by the upright columns which are 
below normal in years of low industrial activity, and above it in 
years of prosperity. 

Twenty-four of the sixty-three columns are crosshatched, and 
these are the years of business depression. Running across the 
diagram is an irregular dotted line. This shows for each year the 
average interest rate on short term commercial paper. The 
figures have been multiplied by ten before being plotted on the 
diagram, so that sixty means 6 per cent, fifty means 5 per cent, 
and so on. 

It is noteworthy that every period of depression has been 
ushered in by high interest rates, and that each time these rates 
have fallen during the depressed year. Each time also, recovery 
has come with rising interest rates, although during the Civil War 
and the World War rising rates came after the business recovery 
was well under way. 

During most of this long term of years, periods of depression 
have been marked by volumes of pig-iron production that were 
from 20 to 30 per cent below normal, and periods of prosperity 
by amounts of output from 20 to 30 per cent above normal. The 
extreme severity of the present depression is shown by the fact 
that in 1921 pig-iron production fell to 56 per cent below normal. 

It is noteworthy that during this long period of more than sixty 
years as many as four years out of each ten have been years of 
serious business depression. In addition to those indicated in the 
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Diagram 10.—Wholesale prices from 1860 to 1922, the prices of ten rail bonds, and sixty rail stocks. 
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diagram it would be reasonable to include as depressed years 
1869 and 1870. They were a period of hard times, but not defi- 
nitely years of serious business stagnation. 

Not all these periods of depression were of equal severity. The 
depressions of 1873, 1893, 1907, and 1921 may well be termed 
periods of major crises. The other periods indicated were serious 
from the point of view of industrial activity, but they were not 
accompanied by the inundation of business insolvencies and the 
financial panics that characterized the early periods of major 
crises. The crisis of 1860 and 1861 was the most severe of all in — 
point of business failures, but the hard times did not last long 
because of the rising prices and the industrial activity stimulated 
by the Civil War. 

Wholesale Prices, Stocks, and Bonds. Another long dis- 
tance view is given in Diagram 10, which shows the course of 
wholesale commodity prices, bond prices, and prices of railroad 
- stocks since 1860. The black silhouette shows the course of 
wholesale commodity prices if those of 1914 are taken as equal to 
100. The solid line shows the course of prices of high-grade 
railroad bonds, recomputed so as to eliminate the influence of the 
time element as the different bonds approached nearer to maturity, 
and also computed so as to show what the prices would have been 
if the yield had remained at a 5 per cent rate during the entir 
period. 

The dotted line shows the course of sixty railroad common 
stocks. In so far as possible the price of the same stocks is 
shown for the entire period, although before 1872 the averages 
for only ten stocks were used. 

The years that are represented in crosshatching are those of 
serious business depression, as in the previous diagram. 

The first outstanding feature of the diagram is the evidence it 
presents of the inverse movements-of commodity prices and bond 
prices. During the long period following the Civil War, when 
commodity prices were falling, the general trend of bond prices 
was upward, and during most of the period from the late ’nineties 
until after the World War, while commodity prices were rising, 
bond prices fell. Early in 1920, commodity prices turned down 
and shortly thereafter bond prices began to rise. In the two 
years that have since elapsed there has been a great fall of com- 
modity prices and a considerable rise in bond prices. 
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These long periods of rising or falling bond prices are inter- 
rupted by the shorter movements reflecting the swings of business 
from periods of prosperity to those of depression and back 
again. (In general, bond prices dip in the periods of depression 
and rise‘in those of prosperity.) This tendency is apparent in the 
diagram although all the series are plotted there by yearly 
averages. It would be much more clearly seen if the diagram 
were large enough so that the figures for each month could be 
used. 

The figures for the stock prices conform in a general way to 
those for bond prices but with much more violent swings. It is 
unfortunately impossible to make a really satisfactory index for 
stock prices extending over the entire period. The different com- 
panies have consolidated, or gone through insolvency, re-issued 
their securities, declared stock bonuses, ard passed through many 
other changes, which make it most difficult to construct any one 
continuing series that will reliably reflect the varying levels of 
security prices in the different years. NG 

One noteworthy feature of the diagram is that it shows that 
while business depressions may come when the general, long- 
time price trend of wholesale commodities is- either rising or 
falling, they are always accompanied by at least temporarily fall- 
ing prices,.and the recovery is always at a time when prices are 
rising. 

The most important of all the lessons to be drawn from the 
diagram is that it is always necessary to keep clearly in mind the 
difference between the short-time movements of security prices 
that correspond to the changing complexion of business, and those 
long-time trends that extend over a protracted series of years. 
It has been shown that in each of the depressions studied, bond 
prices declined sharply in the early part of the period, rose for 
something more than a year after the low of pig-iron, and then 
stopped rising, and soon began a slow decline. 

These facts do not mean that bondholders should dispose of 
their bonds shortly after the upturn following each depression. 
During nearly 40 years after the Civil War bond prices followed 
a generally rising trend, and despite the intervening fluctuations 
it would have been unwise for most individual investors to have 
disposed during those years of long-term bonds bought at Ae low 
prices of the Civil War period. 
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A similar observation might be made concerning bonds bought 
during the period of low prices that has prevailed during 1920 
and.1921. It seems most improbable that opportunities to repur- 
chase bonds at any such depressed prices will again offer them- 
selves for many years, and those fortunate persons who bought 
high-grade, long-term bonds during the past two years should in 
most cases hold on to them quite regardless of the temporary price 
fluctuations that may develop. 

Positive Forecasting Impossible. In view of the uniformity 
with which the several developments have followed one another 
in each of these business recoveries, it might well seem as though 
some statistical method could be derived to show at any given time 
what portion of the swing from depression to prosperity had been 
accomplished. A careful study of the diagrams will show that 
this cannot be done. Business does not move with regular rhythm 
from high to low and back again. Some of the depressions have 
been short and some long. The depression of 1893 to 1896 was 
really two depressions, superimposed one upon the other, with a 
brief period of almost complete recovery intervening. It is clear 
that in a period of that sort, forecasts based on the history of 
other recoveries would have been wrong. 

The explanation of this lack of uniformity is to be found in the 
variety of the fundamental conditioning factors that may control 
the developments and outcomes of these business swings. Chief 
among these is agricultural production which powerfully affects 
the general prosperity of the country. War is another controlling 
factor which cannot be foreseen. The prosperity of peoples in 
other lands is still another of the influences that powerfully modify 
conditions in this country. 

Since these and other factors cannot be foretold, it is impossible 
to construct a reliable method for making statistical forecasts of 
finance and business. We can, however, study the sequences and 
relationships of the more important elements that determine the 
course of business, and so estimate at any time the significance of 
the events that are past, the inter-relationships of some of the 
conditions that are present, and the probabilities concerning some 
that are to come. 

Sources of Data. The data for pig-iron production have been 
taken from the files of the Iron Trade Review in so far as they 
relate to dates later than 1900. The monthly data for earlier years 
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are based on figures of blast furnaces in operation, published in 
the Iron Age and converted into production figures by statisticians 
of the Federal Reserve Bank of New York under the guidance of 
Dr. W. Randolph Burgess, statistical editor of that institution. 

' The data for bond yields since 1890 are those originally com- 
piled by Professor Wesley C. Mitchell and carried forward by the 
Harvard University Committee on: Economic Research. The 
earlier data ‘were compiled by the author. All these figures were 
secured by finding the market price of each bond for each month 
and then getting its rate of yield by means of bond tables. These 
rates are then averaged for the ten bonds so as to secure a single 
yield figure for each month. In the present study the yields were 
capitalized for the periods before 1900 to find the prices at which 
the bonds would have sold to give these yields if they had been 
44 per cent bonds with the time element removed. For the 
periods since 1900 they were capitalized at 4 per cent, and for the 
diagram showing bond prices from 1860 to 1922 they were capital- 
ized at 5 per cent. 

The prices of railroad common stocks for the period from 1883 » 
to 1886 were compiled by the author. Those from 1893 to 1896 
are from an index compiled by Professor Wesley C. Mitchell. 
The index of twenty-five industrial common stocks for periods 
since 1900 was compiled by the author. In all these cases the fig- 
ures are averages of the highest and lowest market prices of all 
the stocks for each month. 

The data for interest rates on commercial paper are from the 

-Commercial and Financial Chronicle. Those for years earlier 
than 1890 were compiled in monthly averages by Professor F. 
R. Macaulay and those for later years are from the reports of the 
Harvard University Committee on Economic Research. 

The average prices for sixty railroad stocks since 1872 are those 
compiled by R. G. Dun & Co. The average prices for ten railroad 
stocks from 1860 to 1872 were secured through the courtesy of 
Dr. W. Randolph Burgess of the Federal Reserve Bank of New 
Yiork. 

Summary. 1. A study of the six serious business depressions 
since 1880 shows that the decline has in each case been accom- 
panied by high interest rates, falling pig-iron production, and 
falling prices for stocks and bonds. 

2. Bond prices have risen during each period of depression, 
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and in the five periods prior to the present one, this advance has 
been entirely or substantially completed fourteen months after the 
lowest point of pig-iron production. 

3. Stock prices have risen during each depression and this rising* 
market has terminated about two years after the lowest point of ~ 
pig-iron output. 

4. Interest rates have been low during each depression and the 
period of cheap money has lasted until about a year and a half ° 
after the low point of pig-iron production. 

5. In each of the five periods of recovery, rising interest rates 
have preceded the culmination of the rise in the stock market7~ 

6. Each depression has come at a time of falling prices forn, 
wholesale commodities, and each recovery has been accompanied 
by rising commodity prices. 


QUESTIONS AND EXERCISES 


1. Compare the approach of business depressions since 1883; the recovery 
from depressions. 

' 2. What were the causes of each of these depressions? 

3. In what respects were the depressions alike? Unlike? 

4. Compare the movements of the general level of the price of stocks and 
bonds and interest rates, accompanying each of these depressions. 

5. Explain the use of pig-iron production and interest rates as barometers of 
business. 

6. Why is positive forecasting impossible? 


CHAPTER XXIX 
INDEX NUMBERS 


A.—A NEW INDEX OF THE GENERAL PRICE LEVEL 
FROM 1875 * 


Business changes during and after the World War 
brought about conditions which proved many of the old 
price indices to be inaccurate measures of the general 
price level. The following article explains a new index 
which takes cognizance of some of the more recent in- 
fluences in the business world. The total trade of the 
country and the total bank clearings are the chief factors 
in computing this index.—[Ed. Note.] 


The concept of a definite and ascertainable general level of 
prices, or, what is the same thing, the average purchasing power of 
money, is relatively new. Though other centuries had acute ex- 
perience of wide variations in this purchasing power, either 
through the debasement of the coinage or the discovery of gold, 
or other causes, it remained for the English economist, Jevons, 
to attempt the first extended measure of such changes.t+ 
For this purpose Jevons took practically the only material then 
available, the quotations for prices of commodities at wholesale; 
and this has remained the practice of almost all of the standard 
books upon the subject, as those of Kemmerer, Fisher, Cassel, 
and the like. And in times of relatively slow change, as before 
the war, this method involved no very serious error. 

But even for some time before the war there had begun a re- 
markable development of other types of price indexes, as of wages, 
cost of living, building construction, and the like, destined notably 
to sharpen our conceptions of price “levels.” Then, after the war, 
came the wide “spread” between, for example, wholesale prices 
and wages, exactly as after our Civil War; so that our familar in- 
dexes of wholesale prices, as the Department of Labor, Brad- 
street’s and Dun’s, could no longer be considered an accurate meas- 


* Article by Carl Snyder, Federal Reserve Bank of New York in Quar- 
terly Publication of the American Statistical Association, June, 1924. 
+ A Serious Fall in the Value of Gold Ascertained, etc., 1863. 
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ure of the General Price Level, or of the average “purchasing 
power of the dollar.” 

But how to weight up the various elements, to get at a true com- 
posite price level, was an extremely difficult problem. A solution 
of the difficulty, through the working out of a new index of the 
volume of the nation’s trade, was indicated in the last number of 
this Journal. 

In this country it is well known that a very large part, some 80 
per cent or more, of payments of all kinds in the exchange of 
goods, property and services, are made by means of bank checks. 
It follows then that if we had some quantitative measure of all 
the things exchanged we could with it divide the total of bank 
clearings and thus compute the average of all payments; and this 
would be a measure of the General Price Level. ; 

We do not know the exact total of all checks drawn, but we have 
so large a proportion of the total, some four-fifths and more, that 
the. balance is of slight consequence. For example, the aggregate 
of bank debits in about ‘240 cities, reported for the year of 1922, 
was 465 billion dollars; and from a comparison of the bank de- 
posits in these cities with those for the rest of the country, we have 
estimated that the total amount of bank checks drawn that year, 
in the whole nation, was somewhere close to 540 billions; and for 
1923 this aggregate would be about 6 per cent more. 

We cannot utilize these debits directly, but we may do so in a 
roundabout way. It is obvious that if we could eliminate from 
bank clearings or debits the influence of changes in the price level, 
then in a broad sort of way the growth of clearings through a 
series of years would afford a measure of the growth of the 
nation’s trade, since the larger part of the nation’s trade is regis- 
tered in these clearings. We should have to allow, also, for the in- 
creased use of checks as compared with hand currency; and there 
would also be the disturbing element of speculation in times of 
trade activity. As a matter of fact, throughout the last half cen- 
tury the increased use of checks has apparently been very slight. 
We had highly developed this device a long time ago. Then as to 
speculation, we find this largely centered in and represented in the 
bank clearings of New York City, which now form around 45 per 
cent of the estimated total of the country. 

We have, from the work of Stewart, Day, and Snyder, careful 
estimates of the growth in the total of the nation’s production; in 
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the last named case estimates for the entire period here covered. 
From all this we know that the industrial growth of the country 
has, for pretty much the entire period under view, continued at the 
rate of very close to 3% per cent per annum. 

Taking the bank clearings reported from outside New York 
City as the best measure we have of the total volume of exchanges, 
we should expect to find, then, that the smoothed average of these 
over a sufficient period would increase at something like the same 
rate, if the element of price change could be eliminated. How, 
then, to measure this? 

The most violent disturbance of prices in this period was, of 
course, in and after the late war. We know from the estimates of 
production that the increase in the war, over the normal rate of 
growth, was small and not greater than in what we call boom 
times. The test of a price corrector, then, would be that it reduce 
the inflated clearings of the last eight years so that the smoothed 
averages would continue the same trend as in the pre-war period. 

Or we might proceed in the opposite way. Obviously the gen- 
eral price level represents some kind of a composite of the different 
indexes for commodity prices, wages, cost of living, etc. We do 
not know what proportions these different elements contribute to 
the total of bank clearings, but it is possible to make some sort of 
rough estimate of sufficient value for weighting purposes. On 
this basis an empirical index was worked out, giving equal weights 
to the indexes for commodity prices, wages, and for the cost of 
living, and one third as much to stock prices. This index, em- 
ployed as a corrector for bank clearings, did continue the pre-war 
trend of the smoothed averages in a very remarkable way. But 
there remained another and more precise test. 

In the last December issue of this Journal I described a new 
measure of the total volume of trade * of the country, in quantita- 
tive terms or their equivalent. This new index of trade repre- 
sented a weighted composite of 56 independently computed series 
presenting a wide sampling of the whole field of basic production, 
transport, wholesale and retail distribution, and various types ot 
financial and commercial activity. Then, in the March issue, I 
described still another index of business activity which we have 
worked out from the variation in the activity or rate of turnover 


* From the Reports Department of the Federal Reserve Bank of New 
York. 
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of bank deposits. The quite remarkable general concord between 
these two measures in the five years which are so far available 
seems to confirm the findings of the composite index of trade, so as 
to leave little doubt that, within the limitations therein set forth, 
we now have for these five years a reliable estimate of the actual 
variations of the nation’s trade, in quantitative terms of goods 
and services and not of dollars. 

Now if, as was assumed before the war, the variations in bank 
clearings represent a sensitive index of the actual variations in 
trade, the deviations of clearings corrected for price changes, from. 
the smoothed average or trend, ought to correspond closely alike 
in percentage and in time to the variations in trade shown by these 
two new indexes of business activity. And in point of fact the line 
of bank clearing, corrected by the empirical index constructed as 
described, did correspond very closely. Obtaining this close agree- 
ment in this empirical fashion, it was then very easy, as Prof. 
Irving Fisher suggested, to shift the weightings a very little so as 
to make the agreement practically complete. The —— finally. 
employed are given in the appended note. 

In a word, we have now three congruent series measuring 
changes in the volume of trade from month to month throughout 
the past five years. In the case of the third series, this congruence 
becomes the test of the make-up of an index of the general level of 
all payments by checks, which must be, in its turn, the closest pos- 
sible approximation which we can now obtain to an index of the 
General Price Level. The chart herewith presents such an index 
worked out from these materials for the last half century. For 
the purpose of comparison with this are given the index of com- 
modity prices at wholesale, and also a composite index of wage 
payments. 

Of a number of points of interest the following may be noted: 
First, as might reasonably be expected, in and after the war the 
general level did not rise anything like as high as, for example, 
commodity prices at wholesale; and in the great decline which 
followed did not fall anything like, as much; showing, in other 
words, far greater stability. Just as many individual commodities 
in this same period rose and fell in price in far greater degree than 
did the general average of commodity prices at wholesale, so the 
averages of wholesale prices swung much above and then much 
below the larger composite of all prices. 


OOT 03 Tenbe se usxer ET6T ‘(OZ6I-SL8T) SeseM JO xopur oqisodurco 
® pue oyessjoym 4e seorid Ayrpourtu0s Jo asinod oY} Y}A poiedwioo se syuewAed [[e Jo oserIaAe JO JaAg] sold [e1oUes oY} Jo xopuUT 


O¢6l SIOI OI61 SO6T 0061. S6T O66T Cee! O8eI G18\ 


0 
OS 
T3A31 JN 


Oot 


as 
‘“ 
n 


Sa dIdd 
3TWSITOHM 


LNZO YELL 


1022 MONEY, CREDIT AND BANKING PRINCIPLES 


For the last year and a half or more there has been a wide and 
continuous spread between these two; and from this we note that 
the depreciation in the average purchasing power of the dollar 
from the pre-war level has been not around one third, as is cur- 
rently assumed from the position of the Department of Labor 
index of commodities, but much more than this; to be accurate, 
very close to 45 per cent. 

It may be added that the index of the general level runs fairly 
well, as a rule, with the current indexes of the average cost of 
living, in a worker’s family; and as the composite index of wage 
payments has for some time ranged some 15 or 20 per cent higher 
than this, we have here a pretty clear explanation of the increased 
purchasing power of wage earners for new houses, automobiles, 
radio, etc., in the last few years. 

The other fact which stands out in very bold relief is the relative 
stability of prices throughout the first forty years of this period as 
compared with the succeeding ten. It is interesting now to reflect 
upon the great agitations of this earlier period, and the basis upon 
which they were founded. The continued fall in prices which 
followed the depression of 1873 (and the “crime” of the same 
date) gave rise to an enormous literature and to profound political 
perturbations. Similarly, as early as 1903 the advance of prices 
which followed had occasioned commissions of inquiry as to the 
causes of the increased cost of living; and by 1910 or 1912 He 
rise had volleyed into a national outcry. 

Yet, if we take the average for the forty pre-war years, we shall 
see that the decline below this average never amounted to more 
. than 13 per cent, for the annual averages; nor had the rise by 1913 
amounted to more than about 25 per cent. Changes of this moder- 
ate degree, through a long series of years, evoked a far greater 
protest than has the great dilution of currency value brought about 
in and since the war. The changes of the pre-war period were re- 
garded as an act of injustice and a moral wrong; those of the war 
period as a fatality. It can scarcely be said that, in this half cen- 
tury, monetary theory has made any serious inroads upon the 
national mind. 

From the study of the variation in the rates of deposit turnover 
already referred to, it would appear that, as velocity seems to vary 
closely with the volume of general trade, we have no need to 
assume also a cyclical variation in price, with business, as many 


INDEX NUMBERS 1023 


have believed. Some types of prices, as of certain commodities 
(as Professor Persons has shown) may have such a rhythmic 
variation; but in the preliminary study of the General Price 
Level given in this article no such cyclical variation in the average 
of all prices seems evident. If any such exists, it would require 
more precise methods of measurement to disclose it. 


INDEX OF GENERAL PRICE LEVEL By MONTHS 


Years| Jan.) Feb.} Mar.) Apr. | May | June} July | Aug. | Sept.| Oct. | Nov.| Dec. | Average 


1875 84 84 84 84 84 84 84 84 84 83 82 82 84 
1876 82 82 81 81 80 79 80 80 79 79 79 79 80 
1877 79 79 79 78 79 78 78 77 76 76 75 74 77 
1878 74 74 73 72 71 70 Za 71 70 70 70 69 71 
1879 69 70 70 69 69 70 70 70 70 72 73 74 71 
1880 tig 77 77 76 76 75 75 75 76 76 77 77 76 
1881 77 77 77 77 78 78 78 79 79 81 81 81 79 
1882 80 80 81 82 82 82 82 83 81 80 80 79 81 
1883 79 80 80 80 79 79 78 78 78 77 77 77 79 
1884 78 78 adi 77 76 76 76 76 76 75°| 74 74 76 
1885 73 73 73 73 74 73 74 74 74 74 73 73 73 
1886 73 72 72 72 72 72 72 72 72 72 72 73 72 
1887 72 73 73 73 73 73 73 73 73 73 74 75 73 
1888 75 75 75 75 75 75 75 75 76 76 76 75 75 
1889 75 74 74 74 74 74 74 74 74 74 74 74 74 
1890 75 75 75 75 75 75 75 75 76 76 76 75 75 
1891 76 76 76 76 76 76 75 75 75 75 75 75 76 
1892 75 75 75 75 75 74 74 74 74 74 74 74 74 
1893 75 75 75 75 75 75 75 75 75 US) 75 74 75 
1894 73 73 73 72 72 72 72 72 72 72 72 72 72 
1895 TZ We EZ 72 72 72 72 72 72 72 72 72 71 72 
1896 71 71 (S| ler 71 71 71 71 71 71 71 71 71 
1897 71 71 71 7/4 71 70 70 71 71 71 71 71 71 
1898 71 71 71 71 71 71 71 71 71 71 72 72 71 
1899 73 73 74 74 74 74 74 74 75 75 75 75 74 
1900 76 76 76 76 76 76 76 76 76 76 76 76 76 
1901 76 76 77 77 76 ee ed 77 77 77 78°) 78 Ag 
1902 78 78 79 79 79 79 80 80 80 80 80 80 79 
1903 81 81 81 81 80 80 80 80 80 80 80 80 80 
1904 81 81 81 81 81 81 81 81 81 81 81 81 81 
1905 81 81 81 82 82 82 82 82 82 82 83 83 82 
1906 83 84 84 85 85 85 85 85 86 86 87 87 85 
1907 88 88 88 88 89 89 89 89 99 90 90 90 89 
1908 90 89 89 89 89 89 89 89 89 90 91 90 89 
1909 90 90 91 91 92 92 93 93 94 94 95 95 93 
1910 96 96 96 96 95 95 96 96 96 96 96 95 96 
1911 95 95 95 95 95 95 96 96 97 97 97 97 96 
1912 99 99 99 99 | 100 99 99 99 | 100 | 100 } 100 | 100 99 
1913 98 98 | 100 | 100 | 100 | 100 | 101 | 101 | 101 | 101 | 101 |} 101 100 
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COMPOSITION OF THE INDEX 


The different factors comprising the new index of the General Price Level 
have been weighted as follows: Commodity Prices at Wholesale, 2; Com- 
posite of Wage Payments, 314; Elements of the Cost of Living, 34; 
Rents, 1. An effort to include an index of security prices was not success- 
ful. Sources of material as follows: 

Commodity Prices at Wholesale: 1875-1889, Monthly Index of Basic 
Commodities compiled by Federal Reserve Bank of New York; 1890-1899, 
monthly figures interpolated from quarterly series of the United States 
Department of Labor; 1900 to date, Department of Labor monthly index. 

Wages: 1875-1913, Department of Labor annual index of unskilled labor ; 
1914 to date, earnings in New York State factories and Federal Reserve 
Bank index of Average Weekly Hiring Rate for Unskilled Labor. Wages 
of teachers and clerks, 1875-1913, Burgess’ “Trend of School Costs”; 1914 
to date, average wages for teachers in the United States, Research Bulletin, 
Journal of the National Editorial Association, March, 1923. Wages of 
clerical workers in New York State factories, 1914 to date, New York 
State Department of Labor. 

Cost of Living: 1875-1889, estimates of family budgets compiled by Rus- 
sell Sage Foundation; 1890-1909, Cost of Living index estimated from retail 
food index of United States Department of Labor; 1910 to date, United 
States Department of Labor index for thirty-two cities; monthly figures 
interpolated from data published by Massachusetts Commission on the 
Necessaries of Life. 

Rents: 1875-1913, special study on rents by Russell Sage Foundation, un- 
published; 1913 to date, Shelter Index compiled by United States Depart- 
ment of Labor; monthly figures interpolated between annual and quarterly 
figures. 

Credit for the compilation of this index is largely due to Miss Irene 
Sheehan, Reports Department, Federal Reserve Bank of New York. 


B.—OUR UNSTABLE DOLLAR AND THE SO-CALLED 
BUSINESS CYCLE * 


In the following article Mr. Fisher discards the idea 
of the business cycle as a sort of a pattern or unit which 
can be worked out from past experience and used to pre- 
dict future business conditions. He does not believe that 
cyclical factors are of much importance in explaining the 
course of business. He has advanced another theory and 
has attempted to prove its practicability by a mathematical 
calculation. In this theory, inflation and deflation or a 
rising and a falling level of prices are the important in- 


* Article by Irving Fisher, in the Journal of the American Statistical 
Association, June, 1925, . 
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fluences in bringing about business prosperity and depres- 
sion.—[Ed. Note.] 


Main Results. This article gives the final results—final, at 
least, for the present—of a work begun two years ago, of which 
reports of progress have been made from time to time.* 

In the two years during which the subject has been intensively 
studied, a number of different methods and data have been tried 
in an endeavor to obtain the maximum correlation between the 
fluctuations of the dollar and the volume of business. By the 
method and data set forth in this Journal, December, 1923, a cor- 
relation was found of +.79, or, popularly, 79 per cent. By those 
described in the Pollak Foundation volume, 86 per cent was found. 
In this article 94.1 per cent (+.941+.008) is reached. 

Seldom before has a correlation so high been found in the 
efforts to explain “the business cycle.” It seems certain, humanly 
speaking, that wherever the dollar—our yardstick of commerce— 
suffers wide fluctuations in purchasing power, those fluctuations 
largely predetermine or, at any rate, precede closely related fluctua- 
tions in trade.f 

Theoretical Background. It has long been recognized that a 
rising price level temporarily stimulates trade and that a falling 
price level depresses trade. Otherwise expressed, monetary de- 
preciation stimulates, and monetary appreciation depresses, trade. 
For society as a whole, and in the long run, both the appreciation 
and the depreciation are, of course, evils. The stimulation to busi- 


* Namely, at the dinner of the American Statistical Association in New 
York City, December 15, 1922; at the meeting of the National Monetary 
Asscciation, in New York City, June 7, 1923; in “The Business Cycle 
Largely a ‘Dance of the Dollar,” Publication of the American Statistical 
Association, December, 1923; at the meeting of the American Statistical 
Association, Washington, D. C., December, 1923; in the volume containing 
the addresses at the last named meeting, published under the title The Prob- 
lem of Business Forecasting by the Pollak Foundation for Economic Re- 
search, 1924; at the dinner of the American Statistical Association in New 
York City, November 7, 1924. 

+ It should be clearly understood, however, that both the purchasing power 
of the dollar and the volume of trade, so far as this investigation goes, are 
restricted to the special meanings explained below. The “purchasing power” 
here considered is that over commodities at wholesale, and the “trade” is that 
in basic materials. The relationships here found do not apply completely to 
the more general meanings of these two terms applicable to the Equation of 
Exchange as worked out by me several years ago and later, more accurately, 


by Carl Snyder. 
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ness from rising prices, for instance, does not mean a benefit to all 
classes. It means an abnormal gain of the profit-taker, or 
“profiteer,” at the expense of his creditors and employees; and in 
the end even the profit-taker is usually injured.* 

These relationships have been recognized chiefly on a priori. 
grounds. The reasoning is simple and obvious: When producers 
get higher prices they do not at first have to pay correspondingly 
higher wages and salaries ; much less do the rent and interest which 
they pay rise. This lagging behind of interest, rent, salaries and 
wages—not to mention raw materials which lag for a somewhat 
different reason—is inevitable because the laggards are fixed by 
contracts or understandings. Evidently the lagging of these im- 
portant elements of expense practically involves a lagging of total 
expenses behind total receipts. Consequently profits, the excess of 
receipts over expenses, tend to be increased. Reversely, falling 
prices hurt profits. 

Since the profit-taker is the captain of industry, on whose decision 
depends the rate of output, it is further inevitable that when profits 
increase, industry is expanded and business booms; while, when 
profits decrease, industry is contracted and business is depressed. 

The present paper is little more than an inductive verification 
of these established truths in their application to “the business — 
cycle”; and yet I venture to think that the conclusions which I have 
reached will seem novel because “the business cycle” has not gen- 
erally been mentally associated, as it should be, with inflation and 
deflation. 

In a general way the thesis that inflation stimulates, while defla- 
tion depresses business has often been inductively verified where 
attention has been fixed on either inflation or deflation alone— 
because they are made conspicuous by being long continued or very 
rapid. The phenomenon was, for instance, observed as to the 
long period of deflation after the Civil War culminating in 1896; 
and again as to the long period of inflation beginning in 1896 and 
culminating (in England and the United States) in 1920; and 
again as to the recent rapid inflation in Germany; and again as to 
the drastic deflation of 1920-22 in the United States, England and 
Czechoslovakia. 


But, strangely enough, such observations have been conspicuous 


eres e.g., Irving Fisher, Stabilizing the Dollar, Macmillan, 1920, pp. 
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by their absence when the subject matter under consideration is 
“the business cycle,” implying an alternation of booms and depres- 
sions ; and this in spite of the fact that, in the last few years, many 
statistics have been accumulated in the effort to explain such alter- 
nation. We now have nearly fourscore forecasting agencies to 
help the business man, none of which bases any part of its predic- 
tions on the idea that alternate booms and depressions are due to 
alternate inflation and deflation. In fact some of the best of these 
forecasting agencies omitted the price level curve altogether 
through the disturbed war period—the very period when the price 
level factor was the most important and when, as we shall see, it 
could be used to explain most fully the ups and downs of business. 
Again, some of the agencies have tried to “eliminate the secular 
trend” from the price level, a procedure almost useless not only 
because the price level cannot properly be said to have any secular 
trend, or long time tendency in one direction, but also because, to 
eliminate any such supposed trend is to throw away a part of the 
rise or fall, which, as we shall see, is so vital a factor. 

The chief reason why the role of inflation and deflation was 
missed by the forecasters is that they missed the clear distinction 
between high prices and rising prices and, likewise, between low 
prices and falling prices. In short, they scrutinized the price level 
but not its rate of change.* Finding no alternation in the curve 
representing the price level they did not see how that curve could 
be used to explain the alternation in business. Had they scruti- 
nized and plotted the rate of change of the price level they would 
have noticed an alternation and also noticed a correspondence be- 
tween that alternation and the alternation in business. The task 
set for this study is to discover how great that correspondence is. 

Methods Used. For this purpose the materials used for the 
statistical calculations are chiefly two: “P,” the index number of 
wholesale prices of the United States Bureau of Labor Statistics, 


* The idea of the rate of change of the price level, or of its reciprocal, the 
purchasing power of the dollar, was emphasized in my Appreciation and 
Interest, August, 1896 (Publications of the American Economic Association, 
vol. xi, no. 4). It was used by Prof. J. M. Clark (Journal of Political 
Economy, March, 1917, vol. xxv, no. 3). 

The same idea of a rate of change or derivative, and the inverse idea of 
cumulation (or “quadrature” or integral), have been applied with success in 
somewhat different fields by Charles N. Edge and by Karl G. Karsten 
(“The Theory of Quadrature in Economics,” Journal of the American Sta- 
tistical Association, March, 1924). 
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and “T,” the Index of Trade of Professor Warren M. Persons.* 
The period covered by the trade series is from August, 1915, to 
March, 1923,} inclusive. 

I take this opportunity to advocate the use of an index of the 
physical volume of trade in place of the vague and almost mean- 
ingless index of “business” so commonly employed hitherto. 
“Business” is a cloudy concept. An index of “business” consisting 
of a mixture of three such essentially different categories as quan- 
tities, prices, and values, seems to me as absurd as an index of 
“weather” which would jumble together, in a single average, such 
unlike elements as temperature, humidity, cloudiness, barometric ~ 
pressure, and wind velocity. No meteorologist would insult his 
science by such an average index of the weather. The atmospheric 
weather is not to be put in any one figure. No more is the eco- 
nomic weather. But physical volume of trade has a definite and 
important meaning or set of meanings, just as does temperature or 
barometric pressure. 

The trade curve is slightly smoothed = in order to rid it some- 
what of minor accidental irregularities. Thus the two curves ex- 
pressing our statistical raw materials from which all other 
calculations flow are: the P, or price index, curve (shown in 
Chart 1), and the T, or trade, curve (shown in Chart 4), P and T 
being taken in the special sense explained above. 

-At first glance these two curves reveal no evident relationship. | 
But this is chiefly because their relationship is not directly between 
the heights (ordinates) of these curves but between the slope of 


* Corrected for secular trend and seasonal variation and published in the 
(Harvard) Review of Economic Statistics, April, 1923, p. 71 ff. This index 
covers only basic commodities such as pig-iron production, cotton consump- 
tion, employment and freight. 

+ This period seemed the most suitable for the purpose (namely to obtain 
the best estimate of the true influence of price changes on business) chiefly 
because, during this period, the price changes were so great. 1914 was 
excluded because the previous studies made showed a definite influence of 
the sudden outbreak of war, an influence irrelevant in this study. The 
period ends at February, 1923, simply because that was the latest date for 
which data were available when the methods here employed were first 
applied. The period chosen, as well as the trade index, differ slightly from 
those employed in the previous two studies. The price series goes back of 
1915 to February, 1906, as required by the “lags” explained below. 

~ By means of a three months’ moving average, the central month in each 
case being weighted twice as heavily as the month on either side. 

|| It is interesting to observe that the correlation between P and T is 54 
per cent (or, by first differences, is 51 per cent) for the period 1915-23, 
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the P curve (1.e., the rate of change of the price level) and the 
height of the T curve. 

To bring out this relationship more clearly we employ a deriva- 
tive of P, namely, the curve P’ (also shown in Chart 1) such that 
the height of P’ is expressed by the same figure as the slope * of 


?. Thus, for April, 1917, when P is steepest upward, P’ is highest ; 


while at November, 1920, when P is steepest downward, P’ is 
lowest. 

In the former instance (April, 1917) P is ascending at the rate 
of 72.6 per cent per year so that the height of P’ in that month is 


‘also 72.6 while, in the latter instance (November, 1920), P is 


plunging downward at the rate of 97.8 per cent per year so that 
P’ is 97.8 points below the zero line. 

Evidently: P’ is on the zero line whenever P has a zero slope 
i.e., is horizontal; P’ is above zero when P is ascending and P’ is 
below zero when P is descending. 

With P’ thus available in place of P, the eye merely has to com- 
pare two heights, those of P’ and T. There is now no difficulty in 
seeing a resemblance. The curve T evidently copies P’ closely, 
T following after P’ with a few months’ “lag” to be discussed 
later. 

We note at once that P’ supplies an oscillating barometer with- 
out requiring any of the corrections for secular trend and seasonal 
variation found necessary in most “cycle” data, including the T 
here used. . 

The correlation between P’ and 7, with a lag of seven months, 
is 72.7 per cent. .This is the maximum correlation; that is, it is 
greater than that (71.9 per cent) for six months or that (71.5 
per cent) for eight months or any other length of lag. This is a 
high degree of correlation, But it can be greatly bettered—in- 
creased, in fact, to 94.1—simply by substituting for this fixed lag 
of seven months a distributed lag spread over one, two, three, etc., 
months according to the principles of probability. 

So far as I know, this is the first attempt to distribute a statistical 
lag. The principle involved would seem to be a general and useful 
one. It ought to be possible in many other studies to find “the law 


* The slope for any given month is measured by subtracting the index 
number for the preceding month from that for the succeeding month and 
reducing the result to a percentage of the given or intervening month. This 
percentage, being for two months, is multiplied by six to give a per annum 


rate. 
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of the lag” as described below. The reason for distributing the 
lag is that the full effect of each P’ item is extremely unlikely to be 
felt at only one instant, such as seven months later, and not felt 
at any other time either earlier or later than this seven months. 
Can we imagine that the sharp rise of prices in April, 1917, did not 
begin to affect trade until November, 1917, and that then the 
whole effect suddenly exploded, as it were? It is far more prob- 
able that the influence began at once, showing itself in the very 


y 
e 
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ACTUAL PRICE LEVEL (P) & ITS RAPIDITY OF CHANGE (P’) 


Chart 1—Showing how the slope of the upper curve P (price level) is rep- 
resented by the height of the lower curve P’. (As to P’ see Chart 4) 


next month, May, and that it then gradually increased to a maxi- 
mum a few months later and thereafter tapered off indefinitely ac- 
cording to the probability distribution. It stands to reason that 
some industries respond more promptly than others and that-even 
the same industry feels the influence not as a sudden jolt but in a 
graduated crescendo and diminuendo. 

But what is the exact nature of this probability distribution ? 
There are many types of probability curves. It would seem that 
we should select, as the most appropriate to our present problem 
that type which most nearly accounts for the behavior of (eo ; 
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The type of distribution finally selected is shown in Chart 2, 
which, in particular, represents the distribution of influence of that 
price-change, or P’, which occurred at April, 1917 (“A” on Chart 
2)—a spurt upward of the price level. 

To visualize this distribution of influence—beginning in May, 
then increasing and afterwards diminishing—we may think in 
terms of the analogy of a gunner shooting at a target. According 
to this analogy we conceive of the horizontal line drawn to the 
right of April as representing not only time, but a physical road. 
Our imaginary gunner shoots forward on this time road, so to 
speak, a number of bullets proportional to the April P’. Since 
April’s P’ was 72.6 (i.e., prices were then rising at the rate of 
72.6 per cent per annum), we suppose our gunner to shoot 726 
bullets from a vertical pile (the hollow circles) extending upward 
beyond the limit of the diagram. This column may be regarded 
merely as the ordinate, P’, for April, 1917, with the scale in Chart 
1 greatly magnified. The circles are hollow to signify that the 
bullets are no longer there, but have been shot ahead. 

The effects of P’ are thus shot forward and redistributed over 
the road in such a manner that if, at each milestone (or month) 
those falling there are re-stacked in a column, the resultant series 
of columns month by month (their tops being connected by a 
curved line) will form approximately the probability curve shown 
intChart 2, 

In short, Chart 2 pictures the distribution of the lag between the 
cause P’ and its effects. This distribution curve is the one which, 
among the many tried, best fits the facts. 

Besides the types which were tried, were others which were 
rejected without trial simply because, a priori, they did not look 
promising. The labor involved in an exhaustive examination is 
prohibitive; for, under each type of distribution, it is necessary to 
try numerous varieties. 

It is therefore quite possible that the type finally Pesen is not 
absolutely the best. But we may be sure that it is not far from 
it, if for no other reason than simply because there remains so littie 
room for improvement, between the extraordinarily high correla- 
tion which this method yields and 100 per cent. 

The chart shows that, while the influence of this April rise in 
prices began immediately, the influence was not very great in the 
first month, May, 1917—only 3 per cent of the total influence 
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(bullets) being then felt. A greater degree of influence (6 per 
cent of the total) was felt in June, 7 per cent in July, and 7 per 
cent in August. After this point the intensity gradually dimin- 
ishes. A little less than 7 per cent was felt in September (the “S” 
of Chart 2) as pictured definitely by the pile of 48 bullets. In 
January (“J”) and February (“F”), 1918, we find 4% per cent 
and 4 per cent shown by two piles, or 814 per cent altogether ; 
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DISTRIBUTION OF LAG 


Chart 2.—Showing how the pile of 726 bullets representing P’ at April, 1917 
is distributed over the months following. The letters A, 5, J, F, O stand 
for April, September, January, February, and October 


while later, where the four piles are situated it requires four 
months (September, October (“O”), November and December of 
1918) to make up together scarcely 7 per cent, or 48 bullets, the 
~ same as for the one month of September, 1917. 

Evidently the curve of Chart 2 is asymmetrical about its mode 
at 314 months. 

Yet, in a certain geometric or logarithmic sense, the distribution 
is symmetrical about 914 months as a mode. 

It was this latent symmetry, rather than empiricism, which first 
recommended this type of distribution. The ordinary (arithmeti- 
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cally) “normal” distribution would involve the apparent absurdity 
of bringing some of the effects earlier than their supposed cause.* 

We can best see the symmetry latent in Chart 2, by mentally 
laying off on the X-axis successive intervals of time increasing suc- 
cessively in length according to geometric progression. For in- 
stance, instead of dividing the horizontal distance into successive 
months, which are equal in length, let us conceive it divided into 
successive intervals, each constituting an addition, say, of 1 per 
cent of the distance from the origin, or any other constant 
percentage. : 

In such a series of time-subdivisions, a 25-per-cent increment, or 
interval, comprising (approximately) the ninth and tenth months 
(January and February, 1918) will be found to contain more 
bullets (7.e., a greater fraction of the total effect) than will any 
other 25 per cent interval. 

In a geometric sense, then, the mode is not at 314 months, but 
at about 914 months. 

It will further be found, that on either side of this mode or 
maximum, so conceived, the distribution over the successive 25- 
per-cent intervals is symmetrical. Thus, in the fifth month, (which 
constitutes one of the 25-per-cent intervals), approximately half 
as far from the origin as the mode, we find the same number of 
bullets as in the four months (also constituting a 25-per-cent in- 
terval), at about twice the modal distance. 

Similarly the effects at 2/3 and 3/2 of the modal distance are 
equal, as in general are those at m/n and n/m of that distance.t 


* By actual trial such backward distribution lessens the correlation. 

+ To make this inherent symmetry apparent to the eye it is only necessary 
to transform, or distort, Chart 2 into Chart 3. On this Chart, S stands for 
September, J for January, F for February, and O for October, as in Chart 2. 

This distribution preserves all areas but so modifies the widths of the 
25-per-cent intervals as to make them equal, while modifying the heights in 
the inverse ratio. Thus the area of 9-10 months is kept unchanged, and that 
of 17-20 months is compressed to half its original width but doubled in 
height, the bullets being compressed horizontally. Reversely, for the fifth 
month’s area, the bullets are stretched horizontally. In Chart 3, then, the 


: Ged oc : 
law of distribution is the ordinary normal law: Rs aes in which 4, 


the abscissa, is not time, but the logarithm of time, and is measured from 
the mode. The equations of transformation (from + and y, the coordinates 
of Chart 3, to X and Y, the coordinates of Chart 2) are as follows: r=log 
X—log T, and ydz=YdX, where T is the time (9% months) from the 


- 
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Thus we assume the gunner aims at a target about 914 miles 
(nionths) ahead on the time road, but, like all gunners, sometimes 
overshoots and sometimes undershoots the mark. 


AN ML 


Fee Pesto Um 


Chart 3.—Showing Chart 2 transformed by substituting for each abscissa its 

logarithm (and representing each bullet pile by the same area as before). 

The letters S, etc., stand for September, etc., as in Chart 2. The numbers 
5, 93%, 18 show how far. these months are from April 
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The assumption of a fixed lag would mean, on the other hand, 
that the P’ marksman invariably hit the target, or point on the road 
of time, at which he aimed. We may think of each height (ordinate) 
of the P’ curve as a vertical pile of bullets to be shot forward on 


gunner to the “target,” and so log T is the abscissa in Chart 3 of its mode. 
From these equations we may derive, as the equation of Chart 2: 


1 

= a les Se ee 
eee Tosi = (og %—Wee7) 2 
Xez log A 


in which T, the “target distance,” is. 914 months, and A, the “accuracy 
ratio,’ is .53. Log A is .6745 o where o is the standard deviation of the 
normal curve in Chart 3. 

Thus the two constants T (target distance) and A (accuracy ratio)’ fully 
determine the character of the distribution, while the total number of shots 
distributed is proportional to P’. 


a 
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our time-road. If each such pile were shot exactly six months for-: 
ward we would simply have a fixed six months’ lag and the bullets, 
after being piled up again at the points where they strike—in each 
case six miles (months) further on—would simply form a dupli- 
cate of the original curve, as though the entire array of bullet piles 
were shifted bodily. 


VOLUME OF TRADE (T) & PRICE CHANGE SHOT FORWARD (P) 


Chart 4—Comparing T (trade) for 1915-23 with P’ (price-change shot for- 
ward. Each ordinate of P’ is a bullet pile consisting of quotas shot forward 
from various P's) 


The scales of the two curves P’ and T are such as to make their standard 


deviations coincide 


By a distributed lag the curve P’, or array of shot piles, is shifted 
piecemeal, as it were. In the reconstructed curve (which we shall 
call P’) formed by such shifting forward of P’, and shown both 
in Chart 1 and Chart 4, any ordinate, or bullet pile, is clearly a 
blend. The result is that the total number of bullets piled up at 
say, August, 1917, consists not simply of a few of the 726 bullets 
shot from April, 1917, and shown in Chart 2, but also of some 
bullets shot from May, some from June, some from July, as well 
as some from months prior to April, running back indefinitely. 


1036 MONEY, CREDIT AND BANKING PRINCIPLES 


When all these quotas are put together, the resultant piles—or 
rather the curve drawn through their tops—form the final curve 
P’, shown in Chart 4. The P’ is the same as that in Chart 1, ex- 
cept that it is plotted on a magnified scale. This new curve, Bi 
considered as an array of bullet piles, is derived from the prior 
curve or array of bullet piles, P’, simply by shifting forward all 
the bullets according to the principles of probability. 

As has been shown the distribution of the lag, piccareatt in 
Charts 2 and 3, is simply the normal, symmetrical, probability 
curve, relatively to time when this time is subdivided into intervals 
not equal but constituting equal percentage increments—a geo- 
metric progression. 

But such a normal distribution may take an infinite variety of 
forms differing in (1) target distance and (2) accuracy. Our 
problem is to find the best target distance and accuracy. This 
means the target distance and accuracy pertaining to that particu- 
lar form of the normal curve which, when used for converting the 
curve P’ into the curve P’, will make this P’ approximate T most 
closely. 

What is meant by target distance has, perhaps, already been 
made sufficiently clear. In Charts 2 and 3 it is 914 months. 

What is meant by gunner’s accuracy may be indicated in various 
ways. On the symmetrical probability curve of Chart 3 we may 
locate the two “probable error” points equidistant from the mode 
and the two corresponding points on Chart 2, not equidistant, but 
equiproportioned. That is, ifi—on Chart 3—the left point is at 
September, 1917, five months from the gunner’s position (at 
April, 1917), it is approximately half the target distance. More . 
exactly, it is 53 per cent. The right point will be about October, 
1918, «.e., at about twice the target distance. (More exactly, the 
target distance is 53 per cent thereof.) This gives an accuracy of 
53 per cent in the sense that the gunner is just as likely (when he 
falls short of the target at all) to fall short by more than 53 per 
cent as to fall short by less than 53 per cent while, likewise, he is 
just as likely as not, when he overshoots the 914 months’ mark, to 
shoot almost double that distance. That is, the left probable error 
point is at 53 per cent of the target distance, while the target dis- 


tance is 53 per cent of the distance to the right probable error 
point. 
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A 99 per cent accuracy would bring these two points very close 
to the target, while a 100 per cent accuracy would mean that the 
gunner always hit the target. The accuracy ratio, 53 per cent, is 
actually found to be best.* 

This same “law of the lag” applies to all the shooting, from 
whatever point on the road, the only} difference being in the 
number of bullets shot from the various stations—i.e., the heights 
of P’ at various points. . 

To review our course: we have obtained three curves in se- 
quence, P, P’, P’. These are respectively, the original price 
curve, the price-change curve, and the projected price-change 
curve. The ordinates of the second are the slopes’ of the first. 
The ordinates of the third, considered as bullet piles, are formed 
by shooting forward over many months, each of the ordinates 
(bullet piles) of the second. In this shooting each original pile of 
bullets is scattered an redistributed according to the specific prob- 
ability curve found. 

In brief, P pictures the price level and, by implication, recipro- 
cally, the purchasing power of the dollar.t P’ pictures, in like 
manner, the “dance of the dollar”; P’ pictures || trade or business 
as, it would dance with the dancing dollar without including any 
other influence; while 7 pictures business as it actually dances, 
determined not only by the dollar’s dance but by innumerable 
other causes as well. 

* A 9 months’ target distance with 52 per cent accuracy gives, however, 
as good a result as a 9%4 months’ target distance with 53 per cent. Both give 
a 94.1 per cent correlation with T. 

+ At one time I had thoughts of trying the effect of making the target 
distance, or the accuracy, or both, a function of the rate of price-change. 
But I gave this up when it became clear, from the high correlation found, 
that such a variation in the target distance, or accuracy, could not appreci- 
ably improve the result, especially in view of the difficulty of finding the 
maximum when three or four variables enter. Even our two variables 
require a surprising number of calculations before the maximum correlation 
can be found. I am indebted to the Standard Statistics Corporation for 
defraying a large part of the expense of these calculations. 

+ This purchasing power is in wholesale trade only. For the purpose of 
this study, 7.e., to help explain and forecast trade, such purchasing power is 
doubtless more useful than purchasing power in any other sense. 

|| P’ is smoother than T and should be so; for T is subject to many acci- 
dental disturbances while P’ shows what T would be if the influence of 
price-change alone were at work and produced its effect according to the 
probability curve, which evidently must blend together, or smooth out, the 
impulses emanating from many different points of time. 
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Resulting Maximum Correlations. The correlation, § 94.1 
per cent, is, as already stated (approximately), the maximum 
correlation obtainable—i.e., it is greater than that obtained for any 
target distance, and gunner’s accuracy other than the 9 months and 
52 per cent, or 914 months and 53 per cent. 

If, for instance, we try a slightly larger or smaller accuracy ratio, 
52 or .54 (while keeping the target distance 914 months), or a 
slightly larger or smaller target distance, 9 or 10 months (while 
keeping the accuracy ratio 53 per cent), we find a smaller corre- 
lation, in each case, as follows: 


Kors 934 qonths and 520 .cm. terns 3 a ckaie Beles <> Sete inte ae 94.04% 
“« 9% w aR OA RAIN cet pak te me ere, wer rg ene 93.98% 
SF 9) ETS BOTT eS tae ae cre aka: GUAT Alo we MOU 
O10 s Bie SST Ge sae Ree ac lere sna 93.86% 

Ror OlAmmonthe andiseen. sce) ota ene eee ee 94.10% 


Such remarkable correspondence between T and P’ for the 
period covered is exceeded for the part of the period, from 
December, 1918, to August, 1922, inclusive. The correlation for 
this period between P’, the price-change forecaster, and T is 97.2 
per cent. : 

These correlations are so high as to leave little or no doubt that 
changes in the price level afford an almost complete explanation of 
fluctuations in the volume of trade for the above period beginning 
in 1915 and ending in 1923. 

Numerous other influences must naturally cause fluctuations in 
the volume of trade but they are of minor importance, or, rather, 
were so for the period 1915-23, here considered. The only im- 
portant disturbance indicated in Chart 4 occurred in 1918, pre- 
sumably representing the effect of government war orders.* 

“The” Business Cycle a Myth? The conclusion that changes 
in price level almost completely explain fluctuations in trade, for 
the period 1915-23, seems to be of cardinal importance in relation 
to the so-called “business cycle.” Is there such a thing as the 
“business cycle”? That there is little, if any, trace of it in 


§ This is, of course, for simultaneous pairs of items, a January P’ item 
paired with a January T item, a February P’ with a February T, a March 
with a March, etc. 

*In Chart 5 it may be seen that the same sort of divergence between P’ 
and T occurred in 1914-15, due, evidently, to the outbreak of war. There 
was also a divergence from 1889-92. 
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the period 1915-23 is a fair corollary from the main conclusion 
just reached. With a correlation of nearly 100 per cent between 
trade and projected price-change, there is little left to explain. 

Of course, if by the business cycle is meant merely the statistical 
fact that business does fluctuate above and below its average 
trend, there is no denying the existence of a cycle—and not only in 
business but in any statistical series whatsoever! If we draw 
any smooth curve to represent the general trend of population, the 
actual population figures must necessarily rise sometimes above 
and sometimes below this mean trend line. Otherwise the series 
would be as remarkable as the great orator who, his enthusiastic 
friend claimed, never fell below his average and often rose above 
it! In the same way weather conditions necessarily fluctuate about 
their own means; so does the luck at Monte Carlo. Must we then 
speak of “the population cycle,’ “the weather cycle,” and “the 
Monte Carlo cycle’? 

I see no more reason to believe in “the” business cycle. It is 
‘simply the fluctuation about its own mean. And yet the cycle idea 
is supposed to have more content than mere variability. It implies 
a regular succession of similar fluctuations, constituting some sort 
of recurrence, so that, as in the case of the phases of the moon, the 
tides of the sea, wave motion, or pendulum swing, we can forecast 
the future on the basis of a pattern worked out from past experi- 
ence and which we have reason to think will be copied in the 
future. We certainly cannot do that in predicting the weather or 
Monte Carlo luck. Can we do so as to business? Not so long as 
business is dominated by changes in the price level! For changes 
in the price level show no regular recurrence, except possibly (1) a 
seasonal swing and (2) the eight-year swing worked out by Pro- 
fessor H. L. Moore to correspond to rainfall cycles. 

In short, if the one non-cyclical or irregular factor, price-change, 
can so nearly explain the behavior of business, there is little room 
left for any cyclical, or regular, factors, especially as there must 
be numerous other non-cyclical ones always at work. 

I do not mean to deny the possibility of tendencies toward 
_régularity in trade oscillations. But these tendencies may always 
be defeated in practice, or blurred beyond recognition. Doubtless 
there lie hidden in the actual fluctuations of trade, as is those of 
weather, not only one wave movement or pendulum swing but 
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many. My contention is that not a single one of such cyclical 
tendencies in business has yet been isolated.* 

If I were to choose a physical analogue it would be not the swing 
of a clock pendulum but the swaying of the trees or their branches. 
If, in the woods, we pull a twig and let it snap back, we set up a 
swaying movement back and forth. That is a real cycle, but if 
there is no further disturbance, the swaying soon ceases and the 
twig becomes motionless again. In actual experience, however, 
twigs or tree-tops seldom oscillate so regularly, even temporarily. 
They register, instead, chiefly the variations in wind velocity. A 
steady wind may keep the tree for weeks at a time, leaning almost 
continuously in one direction and its natural tendency to swing 
back is thereby defeated or blurred. Its degree of bending simply 
varies with the wind. That is, the inherent pendulum tendency is 
ever being smothered. In the net resultant motion there is no 
perceptible trace left of real recurrences and no would-be fore- 
caster would attempt to base his estimate of the future behavior of 
a tree-top on a statistical average period of recorded swayings 
taken in gusts of wind. 

Another objection to the theory of cyclical regularity in busi- 
ness is that it overlooks “friction.” The twig, once deflected and 
then left to itself, soon stops swaying. So also a rocking chair, 
left to itself, will soon stop rocking; so also will a pendulum in a 
clock which has run down. Friction brings them to rest. To keep 
them going some outside force must be applied. So, in business we 
must assume that the effect 6f any initial disturbance would soon 
wear off, after a very few oscillations of rapidly diminishing ampli- 
tude. The resultant business cycle would speedily cease altogether 
if dependent only on its own reactions. To keep it up there must 
be applied some outside force. But, unless the outside force 
happens also to be cyclical and unless, in addition, the rhythm 
of said force or forces happens to be exactly synchronous with the 
business pendulum itself, these outside forces will not perpetuate, 
but obfuscate, the cycle, like the wind blowing on the trees. We 
cannot imagine anything analogous to the “escapement” in a clock 
which so nicely times the outside force as to keep up the natural 
swing of the pendulum. 


*T am here speaking only of actions and reactions such as are usually 
meant by those believing in “the” business cycle. I do not mean to contest 


the claims of Professor H. L. Moore in his brilliant book, 


Generatin 
Economic Cycles. ’ 


———————— oo 
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I, therefore, have no faith whatever in “the” business cycle. I 
do not doubt that, after any disturbance in one direction or the 
other, business tends to swing back to normal (and a very little 
beyond) just as does the tree. But will it? Not if the wind still 
blows to prevent it. I do not think there is much real utility in 
estimating the area of abnormality on one side of normal in order 
to predict an equal area to follow on the other, nor in assuming 
that the business oscillations will follow a ten year periodicity or a 
forty-two months’ periodicity* or any other. Economic statistics are, 
as yet, miles away from any real knowledge of even these natural 
tendencies to periodicity in vacuo, and when, if ever, we do attain 
to such a knowledge we shall find not a clock pendulum but a 
bough of a tree, in the grip of outside forces of which the chief for 
1915-23 was the rise and fall of the price level, the dance of the 
dollar. This dance in turn is controlled only slightly by the pendu- 
lum principle but chiefly by extraneous forces such as government 


*In fact, any exact periodicity or equality of time intervals between 
successive recurrences in “the” cycle have been very largely abandoned 
even by the most ardent protagonists of the cycle. Professor Mitchell in his 
Business Cycles even goes as far as to say (p. 581), “As a matter of fact 
these cycles differ widely in duration, in intensity, in the relative prominence 
of their various phenomena, and in the sequence of their phases. ... In 
view of these diversities, the notion that crises have a regular period of 
recurrence is plainly mistaken.” But when “the” cycle has been thus 
emasculated, what is left of it which is “cyclical’’? It must be remembered 
that seasonal variations, which often do show a cyclical tendency, are first - 
eliminated as is also the secular trend. What is then left seems unworthy 
to be called a cycle. Practically its only claim to such a title is due to the 
elimination of the secular trend. This elimination creates an artificial 
appearance of oscillating even when the original figures are all increasing or 
all decreasing. But, unless the resultant ups and downs, relatively to the 
trend, show some similarity other than the bare truism that they do fluctuate 
about their own mean trend, the “cycle” is in no way different from any 
other series of figures. In fact, the elimination of the seasonal cycle leaves 
even less reason for calling the residuum “the” business cycle. It is found 
to consist very largely of irregular variations due to price changes. What is 
still left may possibly consist largely of Moore’s eight year “generating” 
cycles, also imposed from outside and not @ matter of internal action and 
reaction. The residuum still left should be very small and, besides contain- 
ing numerous irregular variations, may very likely contain a whole series 
of cyclical elements not yet isolated. What I object to is not the idea that 
such cyclical causes are at work, but the idea of calling the resultant 
irregular final effect of such a bundle of unanalyzed causes, “the” cycle or 
even “a” cycle. aac 28 cof 
- As to dictionary meanings, the usual meaning implies periodicity, and 
every meaning implies some sort of definite recurrence, presumably beyond 
that of mere fluctuation about its own mean trend to which every statistical 
series is subject. 
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inflation policies, banking policies, legislation, foreign trade, gold 
mining, and many other scarcely recurrent, and certainly not 
periodic factors. 

The indications from this study are that, as long as price levels 
change greatly, from whatever cause, “trade” will vary to match. 

Of course it is also true that, if ever we have a stable dollar, 
i.e., a stable price level, the smaller oscillations of business then 
remaining will have to be explained by other causes than unstable 
money. Possibly then, when the monetary winds have ceased to 
blow, we shall be able to observe, the ensuing calm, our business 
tree-top sometimes gently swaying back and forth in its natural 
swing, or composite of swings. 

Results Tested by Other Periods. We have interpreted the 
high correlation found as indicating a casual relationship. It may 
also be interpreted as an anticipatory relationship. It may be that 
a rise in the price level indicates an expectation of better business 
while a fall indicates an expectation of depression. Probably there 
is some truth in this view, although it is diminished greatly by the 
fact that a general rise or fall of prices is less apt to be anticipatory 
than the rise or fall of an individual price relatively to the general 
level. But, from the standpoint of the utility of the relationship 
in practical prediction, it makes little difference whether it be casual 
or anticipatory; the correlation certainly exists and is remarkably 
high. P’ and T fit each other closely for the period studied. 

But the mere fact that in this period of great price disturbance 
a good fit has been found does not of itself prove that the fit will 
be equally good for all other periods. This should, in fact, not be 
expected, and for two reasons: (1) because the factors other than 
monetary instability will usually be of more relative importance 
than for the price-disturbed period here studied and (2) because 
the true law connecting P (via P’ and P’) on the one hand, and 
T on the other, is probably not exactly disclosed to us by the 
experience of the period covered, 1915-23. 

Let us consider reason (1) first. As already stated, the period 
taken, 1915-23, was chosen chiefly because the factor of price- 
change was so conspicuous. It stands to reason that, in such a 
period of large and rapid fluctuations in the price level, this one 
great factor would throw all others into the shade. The statistical 
fit found in such a period would therefore come nearer to express- 
ing the true relationship between P and T which we are seeking to 
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discover than in a period of relative price stability. When, how- 
ever, we come to apply this relationship, even though it were the 
absolutely true one, to another period in which price-change does 
not so dominate, the correlation between the P’ and T could 
scarcely be expected to be so great. Evidently in the extreme case 
where the dollar does not vary at all, the curve P’ would be reduced 
to a horizontal straight line. In that case the fluctuations still left 
in T would be only those resulting from other influences than 
price-change. 

Coming to reason (2), we must recognize the fact that the 
statistical fit between P’ and T which has been found for the 
particular period 1915-23 is, in all probability, not quite free of 
extraneous taint. It assumed that all extraneous influences—i.c., 
all influences other than that of price-change, cancel themselves 
out. We were forced so to assume. ‘That is, in the absence of 
any knowledge of the direction in which these extraneous factors’ 
disturb our figures, we had to assume that they did not disturb 
them at all. But these extraneous factors would undoubtedly have 
some effect on our calculations so that our target distance and 
gunner’s accuracy used in obtaining the maximum correlation prob- 
ably do not exactly express the true law of the lag, even assuming 
as absolutely correct the normal probability curve, geometrically 
applied. 

' A good test would be to determine whether the law as found 
applies to other periods than the one from which it was found. 

Unfortunately we have no other period available in which the 
price-factor is variable in any such degree as in the disturbed 
period, 1915-23. We can, however, divide that period into two 
parts, ascertain the law best fitting one of them, and then try it 
on the other. 

These two parts are: (1) the most fluctuating part (from 
December, 1918, to August, 1922, inclusive), and (2) the re- 
mainder. If, now, we apply the law (914, .54) obtained from “the 
most fluctuating part” to “the remainder” period (which played 
absolutely no part in deriving that law), we find a correlation of 
74.50 per cent which is nearly as high as the maximum (75.62 per 
cent) obtained from that period itself. Conversely, if we apply 
the law (9%, .52) obtained from “the remainder” period to “the 
most fluctuating part,” we find a-correlation of 97.19 per cent— 
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nearly ‘as high as the maximum (97.28 per cent) obtained from 
that period itself. 

In short, while the 97.28 per cent and 75.62 per cent may be 
over-estimated because we purposely selected the target distance 
and accuracy which would make them high, certainly this cannot 
be said of the nearly as high figures, 97.19 per cent and 74.90 per 
cent, found for each period by applying the law of the other 
period.* 


We conclude that it makes very little difference to our estimated 
law of the lag whether it be obtained from one period or another ; 
and the slight difference it does make affects but slightly P and 
its correlation with T. 

The best estimates would seem to be the 91%4 and .53 fee the 
whole period. The period December, 1918, to August, 1922, is too 
short,- which fact seems to offset its advantage in amplitude of 
oscillation, although, as noted, the results obtained are practically 
the same in any case. 

But it may be objected, as was suggested at the November 
meeting of the Statistical Association, that even the whole. period 
(1915-23) is too short to afford convincing evidence of the reality 
of the relationship between P’ and T. May the correspondence 
not be a coincidence ? 

To answer this question, I have applied the results found above 
to all other periods for which we have data at all comparable to: 
those already used. The results ought to satisfy the most hard- 
headed sceptic both as to the reality of the relationship and as to 
any possible vitiation through selection. There can be no suspicion 
of selection; for the target and accuracy employed in calculating 
correlations between P’ and T of these other periods are obtained, 
not from these periods themselves, but from the period already 
studied September, 1915, to February, 1923), and have not been 
varied to suit any other period. 

Chart 5 shows P’ and T from 1877 to the present time.+ 


* Nor are these figures very different from the 97.24 per cent and the 
ve ne, re cent (found by applying the law derived from the whole period, 

2 

i The break between 1899 and 1903 is due to the lack of an index number 
of prices for the last quarter of 1899, which lack prevents the calculation of 
a P’ for several quarters, and thus impairs the calculation of P’ until 1903. 


Nor can the monthly price index that begins in 1900 be conerted into P’ 
until 1903. 


In Chart 5 the standard deviations of P’ and T are not equated (as in 


Chart 4). 
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First, taking the period 1923-24 subsequent to the main period 
studied, we find a correlation of 78 per cent. 

Prior to 1915, we have statistics of wholesale prices (P) and 
of the physical volume of trade (T) both back to 1900 by months. 
For the period, 1903-15, the correlation between P’ and T is 
found to be 67 per cent. Using the index of the American Tele- 
phone and Telegraph Company, we find 77 per cent. 


VOLUME OF TRADE (T) & PRICE CHANGE SHOT FORWARD (P) 


Chart 5—Comparing T and P’, 1877 to 1924. Based on Chart 4, but with 
different scales, and calculated by the simplified method described below 


We cannot go back of 1903 by months. But quarterly || figures 
are available, those for the price index (J. L. Snider and Falkner) 
beginning in 1861, and those for the,trade index (American Tele- 
phone and Telegraph figures for blast furnace capacity) beginning 


+ This index differs from the Harvard Index in that it includes Brad- 
street's Wholesale Price Index (dropped after 1913), Bradstreet’s Index of 
Failures, and railroad gross revenues, but is like the Harvard Index in that 
it includes pig iron production. 

|| The necessity of using for this period a quarterly, rather than a monthly, 
correlation, probably does not appreciably lower the results obtained, since 
this quarterly method applied to the other periods lowered the correlation 
only by about 5 per cent. 
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in 1877. These show for 1877-99, inclusive, a correlation of 58 
per cent (r= .979 = 047): 

It has, then, been definitely demonstrated that there exists a 
close relationship (between changes in the wholesale price level 
“shot forward” and the volume of trade described) for the whole 
period, 1877-1924, a period of nearly half a century, and for all 
subdivisions of that period which have been tested except three. 
These exceptions are: (1) 1889-92; (2) July, 1914, through 
August, 1915; (3) January, 1918, through November, 1918. The 
last two confirm rather than contradict the main conclusion. The 
correlation for period (1) is minus 84 per cent. In period (2), 
June, 1914, to August, 1915, trade barely follows price-change, 
being deflected by the unexpected outbreak of war. The correla- 
tion for this period is plus 25 per cent. During period (3) the 
great volume of governmental war orders (which was, of course, 
dependent on governmental policy and wholly irrespective of 
prior price-changes) might naturally be expected to out-influence 
any other factor. For this period the correlation between P’ and 
T works out as minus 91.1 per cent. For all other periods price- 
change puts its stamp on “trade,” although in every case, of 
course, other factors have some influence.* 


* All of the correlation coefficients above have been calculated by using 
the probability distribution of lag already explained. At the November meet- 
ing of the Statistical Association it was suggested that, to make the method 
more practical, a short cut should be devised. This can be accomplished by 
using a straight line to approximate the curve of Chart 2. By this method 
the influence of any given price-change is assumed to begin at a maximum 
immediately (7.e., at the very next month or quarter following the given 
price-change) and then to taper off by equal reductions for each successive 
interval of time. This method will save labor especially when a maximum 
correlation is sought. To determine the two parameters, target distance and 
accuracy, which give the highest correlation, a great deal of labor is required. 
But by having only one parameter to vary, as we do in the linear tapering 
off now considered, the labor is reduced by at least four-fifths. The only 
variable becomes the number of months in which the influence tapers off to 
zero. Much to my surprise (and possibly indicating that the type of 
distribution of Chart 2 is not the very best), this linear or triangular 
distribution seems to give practically as high a correlation as the more 
strictly probability distribution (if not higher). Thus, for the standard 
period 1915-23 by months the linear distribution which gives the maximum 
correlation is that in which the tapering off to zero requires twenty-five 
months. The correlation between the resultant P’ and T is 95 per cent, as 
compared with 94 per cent by the longer, or Chart 2, method. For 1923-24 
the linear method gives a correlation of 92 per cent versus 78 per cent by 


the regular method. For the period 1903-15 the linear method gives 79 per 
cent versus 67 per cent. 
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Remaining Problems. The relative importance of price- 
change and these other influences, is difficult to measure. But 
Chart 4 shows that it is possible to make P’ fit T so closely that the 
deviations still remaining between them are very small compared 
with the total variations of either. 

Price-change is not here offered as a complete explanation of the 
fluctuations of “trade.” No explanation could be absolutely com- 
plete. But it should be possible materially to reduce the unex- 


plained residuum by making further studies (using a distributed 


lag) for other known factors. For instance, next to the influence 
of price-change the most important is probably that of the rate 
of interest. 

Until recently I had the idea that these two could best be con- 
sidered in combination, as the real rate of interest—i.e., the sum 
of the rate of interest in terms of money and the rate of apprecia- 
tion (positive or negative) of the purchasing power of the dollar.f 
But I am now inclined to believe that the two factors can best be 
studied separately because, for one reason, the rate of interest (in 
money ) is always perceived while the rate of appreciation of money 
is not. 

A study might well be made to discover the law of influence of 
the rate of interest on business, using the same principle of a dis- 
tributed lag here employed but selecting as a period of study one 
in which the price level was comparatively stable. 

With such an interest law and with the price-change law here 
set forth, it may be possible to combine the two influences by simple 
addition and explain the so-called “business cycle” more fully than 
by either separately. Possibly then a third factor may be added, 
and so on, until we have a nearly complete, as well as a rational, 
statistical explanation of the behavior of business conditions. 

It would seem that the studies hitherto made of the so-called 


By quarters the nearest equivalent distribution (1.e., nearest to the Chart 2 
method) covers eight quarters. Between 1877 and 1899, a correlation by 
quarters between P’ and the American Telephone and Telegraph Co.’s Index 
of Trade gives 60 per cent by the linear method, compared with 58 per cent 
by the regular method. 

The correlation for 1903-24 is.81 per cent. 

Such a short-cut method of distributing a lag may prove the most prac- 
tical for general use in statistics of any kind. aM 

+See my Rate of Interest, 1907, chapters 5, 6, based on my “Appreciation 
and Interest” (Publications of the American Economic Association, vol. xi, 


no. 4, 1896, p. 410). 
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business cycle are too empirical. Mere empiricism is seldom very 
fruitful. The present study aimed to begin with a rational analysis 
and then to test and measure statistically, rather than to begin 
with actual historical “cycles.” We thus isolate one of its innumer- 
able factors. After several such—price-change, interest-rate, etc. 
—have been isolated and measured, they may be combined. 

We ought then to be in a position to predict business conditions 
ina truly scientific manner, basing those predictions on known data 
of price-change, interest-rate, etc, much as we forecast the 
weather; and without necessarily any cyclical variations to deal 
with. 

In a similar way, we may go still further back and analyze the 
influences statistically determining the price level, as well as those 
determining the rate of interest and all the rest. 

Monetary theory ought, for instance, to help us analyze and 
predict the price level. Professor Alvin Hansen and Professor 
Holbrook Working have already pointed out that, conformably 
to the quantity theory, the price level follows bank deposits with a 
few months’ lag. 

The lag, Professor Working tells me, that gives the highest 
correlation is six months. 

In such ways we may be able not only to forecast the volume of 
trade by certain statistical forecasters, such as price-change, but 
also to forecast these forecasters. 

And, besides thus tracing back the ancestors, so to speak, of 
trade, we may trace its descendants (not to speak of its brothers, 
cousins, and other relatives) such as unemployment,* banik- 
ruptcies, and all other statistical series, bound up with trade. 

Finally, we should be led to control and reduce the so-called 
“business cycle.” The present efforts of the Federal Reserve 
System to prevent periods of speculation constitute a rough 
stabilization of the dollar and should go a long way toward ridding 
business of what has so often been its greatest disturber, our un- 
stable dollar. 

C. Summary and Conclusions. 1. Not the price level itself 
(P), but its rate of rise or fall, (P’) varies with the volume of 
Trade (T), (P and T being taken in the restricted sense explained 
in the text, and T being not absolute but relative to secular trend ). 

2. If the curve P’ (plotting the rate of change of P) is shifted 


* The T used in the present study includes employment. 
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forward bodily by 7 months, its correlation with the curve T is 73 
per cent. This “fixed,” 7 months’, lag, gives a higher correlation 
than any other “fixed” lag. 

3. But if P’ is shifted forward piecemeal, the correlation may 
be greatly increased. We may conceive each month’s P’ as a 
column of bullets which, instead of being shifted bodily, are shot. 
forward individually to different distances or lags. Such a dis- 
tributed lag may be conceived according to any rule desired. The 
rule finally adopted as best for this study is somewhat analogous 
to the laws of probability according to which a gunner_ would 
distribute a bullet pile (P’) by shooting each bullet of that sig ata 
target on the road ahead. 

The particular probability distribution assumed is the “normal” 
one, but applied geometrically (¢.e., “normal” relatively to the 
logarithm of the distance ahead—or time—from the gunner). 

4. The above is the general law of the lag adopted. It admits 
of variation in two respects: (1) as to the “target gel Paid 
(2) as to the gunners’ “accuracy.” 

A target distance of 914 months means that a bullet is more 
likely to strike the point 914 months ahead (or rather within, say 


1 per cent of that distance) than to go any other given distance 


(i.e., within 1 per cent of that distance). 

An accuracy ratio of 53 per cent means that any “bullet” falling 
short of this target is just as likely to fall between O per cent and 
53 per cent of the target distance, as it is to fall between 53 per cent 
and 100 per cent (and, similarly, any bullet overshooting the target 
is just as likely to fall between a point of whose distance the target 
distance is 53 per cent, as to fall beyond that point). 

5. Evidently the bullets which reach any particular point on ihe 
time road will not now (as they did with a fixed lag) consist 
exclusively of those shot from the point seven months back. Only 
a few will come from that source; while some will have come from 
six months, some from eight months, etc. The total reaching that 
particular point is thus a composite made up of small quotas from 
many sources. This total is called P’. 

6. We now correlate P’ (i.e., P’ shifted forward piecemeal) with 
T, and find that the correlation for the period 1915-23 is made a 
maximum (94.1) by using a target distance of 9/4 months and an 
accuracy ratio of 53 per cent. 

7. As this period, 1915-23, seems to be better adapted than any 
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other for estimating the two magnitudes (target and pe eemneya 
these values (914 and 53) are assumed to be the best estimates of 
their true values—i.e., give us the best law of distribution of the 
la: 

8, The possible objection that these figures, 914 aad 53, are 
selected or fitted to the particular period considered has little 
force; for substantially the same results are obtained when such 
selection is avoided. 

Thus, if we take the lag which best “fits” one period and apply 
it to a totally different period, it yields almost as high a correlation 
as does the lag which is especially fitted to that (second) period. 

9. Accepting 9% and 53 (or, alternatively, 9 and 52 which 
yield the same result) as the best estimates, we find a high correla- 
tion for every period studied, as follows: 


Op Eat Ci a ea aaah Sie nthe hat ced og oh + 58% 
(2) 1003038 Let IT eee + 67% 
(2) P9ase03.22 Vey is et eee ee + 94% 
(AY NGI3 094k Sole tek oy Se + 78% 


10. In three cases, short portions of the above periods seem in- 
consistent with the general conclusion: (1) 1889-92 when the 
correlation is—84 per cent, (2) 1914-15 (at the end of the second 
period) when the correlation is + 25 per cent, and (3) 1918 (dur- 
ing the third period) when the correlation is —91 per cent. 

Two of these three apparent exceptions confirm rather than 
contradict our conclusion (that P, via P’ and P’, has a strong in- 
fluence on T). During these exceptional periods special war in- 
fluences overshadowed all others: namely, 1914-15 at the out- 
break of war, and 1918, when American war orders swelled T. 

11. The high correlations found for the other years indicate that 
P’ dominates T, especially when P fluctuates violently. 

12. During all the periods here studied, and especially 1915-23, 
the so-called “business cycle” for T would seem to be largely 
mythical, since the influences to which we can very largely ascribe 
the fluctuations in T—namely P (via P’ and P’) and special war 
influences—are none of them known to be very cyclical or 
rhythmic, in their fluctuations. 

Probably much of the remaining fluctuation of T, not explained 
by the factors here studied, is due to non-cyclical factors also. 
There can be little left in the fluctuations of T which can be said to 
be truly cyclical in character, 
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In that residuum, however, it is not only possible but altogether 
probable that cyclical components, not simply one but many, will 
be found. 

But the final resultant, T, a composite of numerous elementary 
fluctuations, both cyclical and non-cyclical, is probably seldom very - 
clearly cyclical itself. Certainly to call this resultant “the” business 
cycle is misleading. 


C.—THE USE AND ABUSE OF PRICE INDEX 
NUMBERS * 


One function of index numbers is to indicate changes 
in the general level of prices. Several systems of index 
numbers are in use, but no one of them is entirely satis- 
factory. To work out a system which is at all adequate 
is difficult because of the multitude of influences which 
must be considered. Some of the problems involved in 
constructing index numbers and the defects of index 
numbers in general are discussed in the following pages. 
—[Ed. Note.] 


Of recent years, and particularly in the last few months, price 
index numbers have furnished the powder and shot for all kinds 
of disputation, instructed and otherwise. It is therefore highly 
desirable to utilise a pause in the general controversy to examine 
the ammunition; inquire how it is prepared, and for what pur- 
poses it is suitable when made. 

First, then, it is necessary to ask what an index number is 
and how it is constructed. Its object being to relate two facts 
of mutual significance, it may be defined as a.mathematical ex- 
pression of two related facts capable of arithmetic statement. 
Thus we say the price of a particular brand of butter twelve 
_ years ago was ls. per lIb.; to-day it is 2s. Then if the price in 
1913 be represented by the figure 1, the price to-day may be called 
2. More usually the relation is expressed in the form of percent- 
ages; the 1913 price being 100, then to-day’s price is 200. On 
the same general principle prices of various commodities may by 
this process be combined and averaged to give an index number of 
a selection of commodity prices. 

To-day we are accustomed to considering all such statistics on 

* Midland Bank, Ltd., London, Monthly Review, August, September, 1925. 
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a 1913 or 1914 base; that is to say, 100 is taken to represent the 
price or general average of prices over the whole of 1913, or in 
July 1914, or some such pre-war date or period. From this cus- 
tom the idea becomes current that the base is quite immaterial, 
_ since if the figures for two or more dates be known the base can 
be changed and the other figures re-calculated. sah however is 
‘far from the truth in all cases. 

Many index numbers of a selection of commodities are arrived 
at by taking an arithmetic average of the numbers for the selected 
commodities. In the following simple example an index number 
for three commodities is worked out: 


1 2 3 4 
Price at Price at 3 as 
Base _ first second percentage 
date date of 2 
Commodity A ono eee cece ee 100 ° 110 140 127 Sue 
ss 1S taeandhwinte se Sear EEG eRe 100 180 170 94.4 
- (Bid eae, aie a pie AAS re 100 250 200 80.0 
General Averagescas soci htetaers 100 180 170 100.6 
(94.4) 


It will be seen that on the base chosen the general number at the 
first subsequent date is 180 and at the second 170. Now if the 
base be altered to the first date, the general number at the second 
date, worked directly, is 94.4. Worked from the individual num- 
bers however the result is 100.6. Are both right or is neither? 
Is the price level at the second date 94.4 or 100.6 per cent of that 
in effect at the first? Whatever be the answer to that problem, 
clearly the whole method is open to a serious objection, an objec- 
tion that will be met and disposed of later. 

As may be guessed, however, most index numbers are not so 
simple, either in data or method of working. First, many of them 
are “weighted,” directly or indirectly. The foundation for this 
proceeding is the obvious fact that some commodities are of much 
greater importance than others in trade operations and in general 
consumption. Consequently changes in the prices of the more 
important commodities should carry more weight, in estimating 
changes in prices as a whole, than in those of less important goods. 
One way of dealing with this situation is to multiply the index 
number for wheat, for example, by two, thus giving it twice the 
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importance of the number for barley or any other commodity 
whose weight is unity. A more common means of achieving the 
same end is to include in the calculation two or more quotations 
for different grades or types of the more important commodities, 
as against'a smaller number for the less important ones. In the 
next example will be shown the effect of adopting a weighting 
system. Three different sets of weights are given, and the results 
worked out for each case: 


SPECIMENS OF WEIGHTING 


Index 
- Numbers for 
particular ——Weighting—— 


date I II EHO 
omama duty Aseria saalses ol rote 9 elcrneicrzener 151 1 1 3 
y NES NCPR ay ach cree eyed Oe he tay 158 1 2 2 
(Coe. as chee ea conc oe are een a 172 1 3 1 
average Index Numbers......5...%+200.- 160.3 163.8 156.8 


Under the first weighting system prices of the three commodi- 
ties chosen, taken together, rose by 60.3 per cent between the 
base and the subsequent date; under the second system they rose 
63.8 per cent, and under the third 56.8 per cent. This result is 
given in a case of fairly extreme movements. In the ordinary 
way no such wide difference would be noticeable. Thus between 
two proximate months the weighting would as a rule hardly affect 
the result to any material extent, although between distant dates 
the effects might.be of much greater importance. 

_ Hence, taking the long view, weighting must be carefully 
arranged according. to the comparative importance of the com- 
modities on a standard, such as consumption or trade, set up for 
the particular purpose in hand. But unfortunately for mathe- 
matical accuracy, the consumption of commodities varies from 
time to time. Rubber, for example, is used extensively at the 
present time, and should be considered in any estimate of the gen- 
eral level of prices in this country; but fifty years ago its im- 
portance was measured mainly by the schoolboy’s demand for 
erasing the evidences of his guilt or incompetency. Conversely, 
snuff occupied a not unimportant place in British economics a 
hundred years ago; now it is almost a subject for exhibition at 
local museums. Nevertheless, while the most careful weighting 


1054 MONEY, CREDIT AND BANKING PRINCIPLES 


cannot be regarded as finally and unassailably correct, yet the 
process should not be neglected merely by reason of its imperfec- 
tions. It is, as has been shown, of considerable value. 

So far it has been assumed that arithmetic averages were the 
sole, or at least the usual, means adopted for the calculation of 
general index numbers. Numbers calculated by this method how- 
ever have the serious disadvantage already noted that a change in 
the base may seriously disturb the relations between subsequent 
figures. This defect does not apply to geometric averages, which 
are arrived at by taking the mth root of all the individual indices 
multiplied together. Below is an example illustrating the superi- 
ority of the geometric over the arithmetic mean, judged from this 
point of view: 


ARITHMETIC AND GEOMETRIC AVERAGES 


Index Number for Arithmetic Geometric 
-—three dates—. ———Averages——~. ~———Averages———— 
Commodity Weight I II III I II III I II III 
TRA ae OP SNE 4 180 292 325 | 
Biteeed stmt wetays 3 164 193 211 7171.1 237.4 261.7 170.9 230.4 253.2 
Cheri eave taielata take 1 157 152 161 


Index numbers with first date as base (worked 100.0 138.7 153.0 100.0 134.8 148.2 
from aggregate index numbers)........... 


Ditto (worked from separate index numbers). 100.0 137.3 151.4 100.0 134.8 148.2 


The example presupposes wide fluctuations in the individual 
commodity prices, and it will be seen that when the base is shifted 
the arithmetic averages give different results, according to the 
method of working. The geometric means give the same results, 
whichever method is adopted. Thus the great advantage of the 
geometric mean, assuming unchanged weights, is that it permits 
indices to be compared not only with the base, but also directly 
with each other. 

These few comments on methods of computation of index num- 
bers—and very many more could be made—will suffice to indicate 
that perfection is as unattainable in price index numbers as in 
parliamentary government. This being admitted, the imperfec- 
tions may be further emphasised by reference to practice. Every 
one who has looked for the first time at a set of British price 
index numbers for a particular month will have been startled -at 
the discrepancies between them. For July last, as an example, 
the generally accepted numbers:vary from 157.5 to 165, on the 
basis of the average price level'in 1913. Then again, one number 
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reached its post-war peak in March, another in April, and another 
in May, 1920. One went over the 325 mark; one touched 
only 310. 

Let us see how these various index numbers are constructed. 
The Statist (Sauerbeck) number has as its base the average level 
of prices over 11 years, 1867-77, thus reducing to a minimum the 
risk arising from its base being an abnormal period. It is an 
arithmetic average of 45 commodity prices, mainly for standard 
grades at the end of each month. The Economist number differs 
from Sauerbeck in that the base is the average level of prices in 
1901-05 and that 44 prices are included. The Times number 
is an arithmetic mean of 60 commodity prices based on average 
quotations for 1913. The Board of Trade number, which on ac- 
count of its official source is perhaps most widely known, is a 
geometric mean of 150 monthly prices, with 1913 as the base. 
The financial Times, again, publishes geometric averages of 73 
quotations, with the average of the preceding calendar year as - 
base. 

These, however, are all wholesale price index numbers. The 
calculation of retail numbers is more difficult and the results less 
satisfactory because of the greater variation in prices as between 
particular places. There is no recognised market, similar to the 
great produce exchanges, for the retail disposal of butter and 
boots, for example. Furthermore, retail commodities are not so 
highly graded as wholesale, and a true representation is therefore 
harder to obtain. Despite these difficulties, however, the Ministry 
of Labor publishes a monthly cost of living index number, show- 
ing the average changes in the prices of various commodities and 
services, including rent, lighting, fuel and clothing, in a large 
number of towns and villages, the base being August 1, 1914. It 
is in effect a weighted average, the weighting being based on the 
expenditure in 1904 of a supposedly representative working man 
with a wife and family. 

The same differences in base and method are noticeable in the 
United States as in Great Britain. In that country, where life 
is conducted from cradle to grave as a statistical experiment, and 
where man’s works and all God’s creations are made the material 
for statistical exercises, numerous price index numbers are pre- 
pared. From these a few of the better known may be selected for 


description. 
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The figure of the Bureau of Labor Statistics is based on 1913 
prices. A total of 404 quotations is included, the weighting being 
according to the quantity marketed in 1919, The method of com- 
putation is such as to give, not an average of price changes in the 
commodities chosen, but the money cost of a constant quantity 
of goods. Professor Irving Fisher’s weekly number is of the 
same mathematical type; it is weighted in the same way, but in- 
cludes only 205 quotations. Bradstreet’s and Dun’s index num- 
bers are of rather a different type. They are obtained by aggre- 
gating the costs of fixed quantities of particular articles and relat- 
ing the aggregates. There is, therefore, in fact no base as the 
term has so far been used. The number of quotations is 96 in 
the former case and about 300 in the latter. The United States 
Federal Reserve Board has for some time published index num- 
bers of wholesale prices in the United States, England, France, 
Canada and Japan, specially constructed for international com- 
‘parison. The base period is 1913 and the weighting is arranged 
according to quantities produced, exported or imported in that 
year. For the British figure 98 quotations are used, and for the 
American 104, and the method of computation is the same as that 
employed by the Bureau of Labor Statistics. The latter also pre- 
pares an index number of retail food prices, and cost of living 
figures are computed by the National Industrial Conference 
Board. 

It is apparent from these brief descriptions that in the United 
States also there is wide variety in the details of calculation of the 
numerous index numbers compiled. The results, in point of dis- 
parity, are as striking as in the case of Great Britain, for the July 
figure of the Reserve Board for the United States was 165, as 
compared with 155, the figure given by Bradstreet’s for August 1. 

Having thus prepared the way, by indirectly disposing of the 
tendency to accept the figures at their face value, it may be asked 
what in fact price index numbers mean and what, among other 
things, they do not mean. The whole object of these numbers is to 
depict the course of the general level of prices over a period of 
time. .To obtain an exact picture it would be necessary to take 
into account all the prices at which all commodities changed hands 
on say a particular day and compare the result with similar data 
for anothereday. Obviously however, such a method is imprac- 
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ticable. Hence it is necessary to take samples—which in effect is 
the basic theory of index numbers. The commodities chosen are 
samples of all commodities; the prices selected are samples of all 
the prices for the separate commodities. Consequently the real 
test of an index number’s efficiency is the degree of accuracy in the 
relation between the movements in the number and the actual net 
movements in the prices of all commodities. The latter is the price 
level; the index number attempts to express it in relation to the 
price level at a different date. 

Clearly then, the index number is not intended to convey the 
impression that all prices have risen in the proportion stated. 
Because the general level of prices in this country happens to be 
about 60 per cent above the 1913 level, there is no excuse for 
supposing that soap, bricks and cheese have all risen in exactly 
that proportion. Many peculiar factors will bring about inter- 
commodity price changes. Neither does any index number 
justify the idea that the particular commodities on which any 
particular person spends his income have risen on the average by 
exactly the ratio shown. Even the cost of living figures are only 
based on a hypothetical “average” family’s consumption. And 
the world has yet to find a specimen of the “average” family. 

Again, just because one wholesale price index number is 151 
and another 160 on a particular date, both numbers being on the 
same base, it is not justifiable to assert that one is definitely 
wrong. Truth, as we have lately been reminded, is a jewel with 
many facets. Any Mr. Brown may be a saint to his family but 
a tyrant to his employees. Are his children or his workpeople 
right in their description? The truth is probably, as with index 
numbers, that while neither is exactly right, yet neither is hope- 
lessly wrong. They both express a part of the truth. On the 
whole therefore it may be written down as impossible exactly to 
express proportionate changes in the general level of prices or in 
the cost of living for an average family or person. 

With all these limitations and defects then, in what way may 
price index numbers safely be used? 

Perhaps the greatest value of index numbers is in the statement 
and measurement of the general trend of price movements. Af- 
though there may be wide disparity between the various numbers 
for a particular date and between the short-term movements in 
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the numbers from date to date, underlying these fluctuations there 
is commonly a well-marked general trend. This may be discov- 
ered in various ways, but probably the simplest is by the calcula- 
tion of moving averages. If for example the numbers from 
January to May be averaged and the result plotted on the March 
point of a diagram, then the February to June numbers be aver- 
aged and the result plotted for April, and so on, many of the 
minor movements are smoothed out, leaving a more regular line 
to represent the long-term movement. This process has been 
followed in the appended tables. Two sets of index numbers are 
given, which show considerable variations in actual numbers and 
in movements from month to month. When five months’ averages 
are calculated it is found that both have precisely the same trend— 
upwards for half the period and downward for the rest. 


EXAMPLE oF Two INDEX NUMBERS VARYING IN DETAIL BUT COINCIDING IN 


TREND 
Five-months’ Deviation of 
Ry Index Numbers Moving Averages Actual from Average 

Year I ° f Set A SetB SetA SetB SetA SetB 
January sd sic. Walawmicss select wauerccarn Obie 191 186 
RGDIMGEUY c arata’sueveiels austere insite elalsui¢anianlals 192 185 vies ack ita Eatin 
IMarchs satan sic das a 'sevigs’s hd eran cor iete 194 194 191 191 +3 +3 
Amrtlsy ase atualateiactessia + stati bnerree aie eae 189 195 194 194 -—5 +1 
MUU craictaveretayesetace ecniciovereistt a arertncd ntehenete tai 189 195 197 197 — 8 —-2 
FATS, ete se eae nae ea etails teeiabetoste 206 201 200 200 + 6 +1 
RAUL bare aveis. eee aes e ra ake + apatites aie fi Od 200 203 203 + 4 — 3 
Arcee netcrcrertitererccsie ators ¥ teas wie wile teictetereece 209 209 206 206 + 3 + 3 
Sentember aru arenes eect 204 210 209 209 -— 5 +1 
IDCLODERSE sz cranitat tet ie aera aster teoniee 204 210 212 212 — 8 —2 
NOVEMBER cae ccise citer siron catents die nate 221 216 215 215 + 6 +1 
Docembeti micas Gonos Wess aoe ee sae 222 215 216 216 + 6 —1 


EXAMPLE oF Two InpEX NUMBERS VARYING IN DETAIL BUT COINCIDING IN 
TREND (continued) 


Five-months’ Deviation of 

” Index Numbers Moving Averages Actual from Average 
Year IT \ Set A Set B SetA SetB SetA SetB 
JANUALV area cers «cranes Setstara) aierd start eit 224 224 214 214 +10 +10 
Februaiuti savers cin a eae nee 209 215 212 212 =—1S + 3 
AIR Ge Uhh Arc ote etc RRR Cae oare NS fn 194 200 210 210 —16 —10 
Aiprile Sats tite tite vielecalecide tiara aerators 211 206 208 208 +3 —2 
Mayen. 0 a hoe achat Seas se etnies Se 212 205 206 206 + 6 =—1 
AF SATIO's iassas ons,s\ She eters oP tRSieTee ticket ace URE 214 214 204 204 +10 +10 
Nib Vietnnsre ois 0rd aa coe ee reese ee eee 199 205 202 202 ra + 3 
ANIRUSE iiots soi Lae a a ated SIS ee 184 190 200 200 —16 —10 
DEDUCE DELS. 25. -0's15 015 ee eT ten Tete 201 196 198 198 + 3 —2 
Octobettrctes nc ve sreeatn o monte eee 202 195 196 196 + 6 —i1 
Novembersatias jc ssi wlerets Selacintcrcebae 204 204 nae ae 


December 189 195 
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The example is of course much simpler than would be the case 
in actual practice. Nevertheless it is often found that short-term 
dissimilarities are merely surface irregularities, due to peculiarities 
of construction, differences in commodities included or in weight- 
ing, or in the method of obtaining quotations. The trend is fre- 
quently very similar in apparently varying cases. Furthermore, it 
will often be found, as in the diagram of deviations above, that 
even the small fluctuations bear some correspondence. This may 
often be due to seasonal, or other regularly recurring causes, 
which do not operate long enough materially to alter the long-term 
trend of the general price level. 

On the whole therefore, from this point of view at least, price 
indices have a very material value. Furthermore, the distance 
between the zenith and nadir of any particular long-term move- 
ment is often found to be roughly the same as between various 
numbers. Here however there is not usually any close corre- 
spondence and only rough approximations should be used in dis- 
cussion or controversy. Thus it would be fairly safe to say that 
prices on the whole have about halved since the peak of the post- 
war inflation, and that the level of prices now is over half as high 
again as in 1913. But to state without qualification that prices at 
the end of July were precisely 65.1 per cent higher than in 1913 
or 95.5 per cent as high as in July, 1924 would be to accept a 
particular computation as necessarily correct and to impart to the 
figures a degree of exactitude not warranted by their method of 
construction. Spurious accuracy is a fault easy to fall into but 
none the more easy to excuse. _ 

Another consideration however arises at this point. The aggre- 
gate index number is a combination of various individual ratios. 
Consequently individual commodity movements may tend to cancel 
each other. Thus if one price falls ten points and another rises 
ten points, the others remaining unchanged, the aggregate figure 
also is unchanged. Hence stability, in the general number may 
frequently hide wide and rapid fluctuations in the individual com- 
modity prices. To obtain a truer impression of price movements 
therefore it is necessary to investigate further than the mere 
general index numbers. The group indices, and even the indi- 
vidual commodity quotations must be examined. 

If a diagram were prepared of Sauerbeck’s numbers over the 
past three and a half years, it would be found that the apparent 
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stability in the general index was delusive. When the six group 
indices, for vegetable food, animal food, textiles, minerals, etc., 
were examined it would be found that the fluctuations were much 
more rapid, of greater scope, and more contradictory than in 
1913-14. Consequently it is not enough, for ordinary purposes, 
to consider merely the movements in the general index. The 
individual group and commodity numbers are of too great OMe 
tance to be lightly ignored. 

Frequent use has been made of index numbers however, par- 
ticularly of recent years, in connection with the purchasing power 
parity theory of the exchanges. If price indices were exact 
measures of general price movements, including the costs of 
services of various kinds, then it might be possible to say with 
some degree of dogmatism what a particular rate of exchange 
ought to be, judged by the relative purchasing power of different 
currencies. But exchange rates vary over short periods from 
causes other than changes in the purchasing power of the cur- 
rencies related thereby. Hence a divergence in the purchasing 
power parity as between two currencies from the exchange rate 
actually in operation might be taken to indicate the overvaluation 
of one currency and the undervaluation of the other, in terms of 
each other. That is to say, such a divergence would roughly 
measure the effect of the non-merchandise elements in the ex- 
change equation. How far are existing index numbers capable of 
performing this function? 

The question is perhaps best dealt with by reference to a par- 
ticular case. Is sterling, or was’ it at any particular recent time, 
overvalued in terms of dollars? It provides no answer to the 
problem to take any two index numbers, one from each country, 
and relate them. The result would only be valid—and then 
merely in general terms—if all the principal combinations of index 
numbers agreed on which side the overvaluation lay. Thus in 
April last sterling was undervalued, according to the Financial 
Times and Irving Fisher indices, since British prices were lower 
than American. Other combinations of indices however have 
shown that ever since the rise in the exchange, which began last 
October and finally brought sterling almost to par at the end of 
April, there has been a very considerable overvaluation of sterling. 
While there is no doubt that the overvaluation during this period 
was substantial, as revealed by the extraordinarily large figures of 
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imports and the accumulation of balances in London on foreign 
account, it would be rash to make any statement as to its precise 
mathematical extent at any particular date. Consequently it is 
necessary in all these problems to consider which index numbers 
should be used, and why. — 

In the particular case of Great Britain and the United States 
the composition of the trade of the two countries must first be 
considered. American export trade is largely composed of pri- 
mary products; British export trade, including services rendered 
to foreigners, shows a much heavier preponderance of finished 
goods and therefore of labour costs. Thus it is true to say that 
comparative wholesale price index numbers, which are computed 
mainly from quotations for raw or semi-manufactured products 
having a world price, do not give a true impression of relative 
price levels and the disparity which may exist between them. 
Clearly, to understand the competitive position of British trade 
vis-a-vis its potential markets, and to compare it with the position 
of American trade wvis-d-vis its markets, one must consider the 
price level of those commodities in which it normally trades. The 
ideal index of American prices for this purpose should give 
considerable weight to wheat and raw cotton, for example. The 
British number should include machinery, finished textiles, and 
similar products, as well as the cost of British services. As a 
practical fact however the latter is impossible to construct, since 
changes in the make-up of the goods are so frequent, and so often 
are they made to specification, that no exact comparison can be 
drawn between prices at various dates. 

Some of the existing American wholesale index numbers, in the 
light of this discussion, come fairly near to fulfilling this test. If 
then these be accepted, with what British number should they be 
compared? Only two are available; first the cost of living figure, 
which does to some extent reflect the expenses, such as wages, 
incurred in producing finished goods; and second the Board of 
Trade quarterly export price level figures. The former index on 
August 1 last stood at 173 per cent of the July, 1914, level. The 
latter for the second quarter of 1925 stood at 186.6 per cent 
of the prices for the corresponding period of 1913. These figures 
however are subject to so many defects, and fall so far short of 
the ideal, that beyond indicating some overvaluation of sterling in 
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the periods to which they relate, they cannot justifiably be used to 
measure its extent. To say sterling has been overvalued from the 
autumn of last year until the middle of the summer would be a 
defensible assertion, in view of the decline in our exports and the 
huge extent of our imports; an argument as to whether it was 4 or 
5 or 10 or 11 per cent overvalued at any one moment would be on 
much less sure a foundation. 

Another consideration makes it still more important to proceed 
warily in these matters. It must always be remembered that index 
- numbers are constructed by taking the mean of a series of means. 
Just as an index number is, so to speak, a specimen consisting of 
various commodity prices, so each individual quotation is merely 
a specimen of all the quotations at which business was actually 
concluded. Prices vary, for instance, in place and time. Even 
with the advanced system of arbitrage speculation which has been 
elaborated between the great produce markets, there is no guar- 
antee that the particular price chosen in the particular market 

chosen closely approximates to the actual true average price at 
‘ which the commodity changed hands everywhere within the area 
covered. Thus pork at Smithfield and a smallholder’s pig distrib- 
uted among his friends may fetch materially different prices. 
Furthermore, the particular grade chosen may be by no means 
exactly representative of the whole commodity. Thus a local 
typhoon may drive up the price of a grade of tea chosen for index 
number purposes, while leaving other grades practically unchanged. 
Furthermore the price at the particular moment chosen may be 
exceptional and quite out of the general trend, so that a mean of 
market quotations on a chosen day may have various imperfections. 

Seeing then that indices are means of accidentals, so far as the 
quotations fail truly to represent all the transactions passing, for 
the reasons already cited and others, it may be said that for each 
commodity there is an upper and lower limit within which any 
quotation is liable to be the chosen one. Thus commodities have 
price limits above and below which transactions will not take place. 
As contrasted with other commodities gold has a fixed world price, 
its saleability being determined by the cost of movement as between 
one gold centre and another, and in terms of currency there is 
thus a fixed gold import and gold export point. The saleability of 
a commodity other than gold will be determined however by the 
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relation of its price to the world price at the moment. Obviously 
therefore in international trade the commodity of country A will 
have two prices, an import or buying price and an export or selling 
price, and its saleability in foreign markets will be determined by 
the relation of its selling price to the selling price of a trade com- 
-petitor. There may thus be imagined an import and an export 
‘point for each commodity entering into trade. Granted that such 
limits do in fact operate, it may be said that they are determined 
by transport, insurance and credit costs, and tariffs, among other 
things, in addition to costs of production. Consequently any 
exact computation of relative price levels, with the object of 
determining how far exchange rates correspond with purchasing 
power parities, should take account of these outside “import” and 
“export” points. To do so with mathematical exactitude is clearly 
- impossible, but to do so in general terms is a possibility meriting 
serious consideration. 
On the whole therefore it may be concluded that index numbers 
are dangerous though useful things. Indeed, in current discussion 
one is frequently reminded of the child playing with a box of 
matches in a carpenter’s workshop. And unfortunately even 
adults are sometimes careless in lighting their pipes. It is not 
always the little knowledge that is the dangerous thing. The 
hasty use of a deeper understanding may be equally damaging. 
It is important therefore to use these figures with the utmost care 
and circumspection. Nothing is lost by caution in statement. On 
the other hand, it must not be supposed that index numbers, 
because of their imperfection, are worthless. On the contrary, it 
has been shown that they possess features which entitle them to 
great respect and careful investigation. Within the bounds imposed 
by natural limitations they may be of the utmost value. The only 
justification for a discussion such as here set out is the necessity 
for emphasizing their imperfections and dissipating any impression 
of finality or infallibility. 


QUESTIONS AND EXERCISES 


1. Describe the changes which have taken place in methods of constructing 
index numbers of prices. 

2. Explain how the different index numbers are made. 

3. Why does Mr. Fisher discard the idea of the business cycle? 

4. How does he explain the trend of business? 
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. How does Mr. Fisher’s theory differ from that of Mr. Mitchell? 

6. What use can the practical business man make of Mr. Fisher’s general 
mathematical calculation ? 

7. Explain the abuses to which index numbers of prices are subject. 

. Do speculators and quacks use index numbers to mislead the public? 
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lection System, 484 
Federal reserve discount rate, and 
commercial bank loans, 242 
variable, 244 
Federal reserve notes, 67, 738, 74, 
75, “76,) 77, 78; 86 
circulation, 90, 209, 262 
currency, 209; elastic, 88 
gold reserve against, 75, 205 
issues, 66 
note reserve ratio, and, 233 
redemption of, 294; gold, 82 
Federal reserve policy, 201, 203, 234 
and credit, 204 
and currency, 204 
and gold, 204; gold standard, 202 
Federal reserve rates, influence of, 
244 
Federal reserve, reserve ratio, 234 . 
Federal Reserve System, 895 
admission of small banks, 948 
arid open market, 490 
and public opinion, 219 
clearing and collection facilities 
afforded by, 407 
credit, control, 189; policy, 187, 
210—early, 210; regulation, 242 
currency policy, 207 
discount policy, 211; and reserve 
bank rates, 211; in 1923, 236 
gold policy and U. S. financial 
prestige, 207 
open-market transactions of, 246 
prices, 181; policy, 187 
rediscount privileges, 273 
reserve ratio of, 217 
Treasury policy and, 211 
Finance, French government, 721 
high, in Canada, 682 


— 


INDEX 


Finance companies, 537 
~ auto, 545; .capital, 552 
advances, retail, 546; wholesale, 
545 
legal documents, 
wholesale, 548 
security, retail, 547; wholesale, 547 
charges of, 55 
economic position of, 553 
receivables discounted, 539 
wholesale credit work, 550 
Foreign countries, shipment of gold 
to, 87 
Foreign Credit Interchange Bureau, 


retail, 548; 


844, 848 
of National Association of Credit 
Men, 846 
Foreign exchange, relations and 
prices, 789 


Forty per cent gold reserve, 76, 79 
Franc, “unpegged,” 821 — 
France, an intergovernmental 
debtor, 871 
budget, 1925, 726 
credit in, 714 
currency, 714; reform in, 710, 731 
debt, intergovernmental, 738; 
public, 728 
exchange rates, depreciation and 
fluctuation, 828; “pegged,” 821 
government finance, 721 
inflation, 716 
loans to foreign governments, 727 
note circulation, gold value of, 
732 
price movements, 714 
production of coal and pig iron, 
738 
receipts and expenditures, 723 
stabilization in, 727 
Funds, movement to and from 
financial centers, 470 


G 


Georgia, Legislature of State of, 
420 
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Germany, bank, interim, 748 
budget, 1924, 758; assumption un- 
derlying, 755; making of esti- 
mates, 754 
commensurate burden, 749, 751; 
taxation in, 749 
credit, current reversed in, 765; 
facilities, 747; resources, 748 
currency, 30; depreciation, 758; 
quantity, 745; situation, 745 
Dawes plan, annual payments, 
742; fiscal and economic unity, 
741 
exchange, 747; rates, 831—decline 
of, 832 
financial relation of Reich and 
states, 759 
situation, 740 
fiscal system, 754 
foreign loans, 742 
income tax, 756 
industrial bonds, 743 
international accounts, 829; obli- 
gation, 761 
mark, stability of, 769 
note circulation, 831 
purchasing power parities, 831 
railroad bonds, 743 
system, 743 
Reichsbank, and discount market, 
782 
annual meeting of stockholders, 
779 
capital, 776 
clearance, 782 
convertibility, 784 
council, 779 
financial statement of, 785 
fiscal agency, 782 
general board, 778 
law, 774 
managing board, 778 


note issue, 776; commissioner 
of, 780 

organization, 777; committee, 
775 


president, 778 
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Germany, Reichsbank, reserves Gold, in Bank of England, 638; 


against deposits, 784; notes, 783 
scope of operations, 780 
transfer committee, 778 

taxation, 744 

Gold, advantages, 1913, 16; of paper 

money as substitute for, 9 

as bank reserves, 12 

bank reserves source of supply 
for, 13 

basis of bank loans, 251; of cur- 
rency, 35; of currency issue 
power, 251 

centralization of, in U. 8., 17 

certificates, 36, 77, 84, 233; as 
lawful money, 46 

changes in position since 1913, 16 

circulating medium, 7 

coins, 46; as lawful money, 46; 
denominations of, 35 

commercial paper substituted for, 
233 

concentration in Federal reserve 
banks, 110 

consumption, 18 

credit inflation, 229 

demand for ornaments, 20 

demonetization, 51 

deposit, 253 

ear-marked, 14; in foreign coun- 
tries, 196 

economizing of, 193 

embargo, repeal of, 25 

England’s reserve, 578 

exchange standard, 58 

exportation, embargo on, 206; 
from We Saes2mo6 

Federal reserve notes redeemable 
in, 82 
policy and, 204 

foreign drain of, 607 

Great Britain’s return to, 632; 
opposition, 635 

hoarding, 10 

imports, 252; and Federal reserve 
banks, 250; in U. S., 208 

influence of, 1922, 1923, 252 


India and China,:20; interna- 
tional trade, 254 

influx of, 207 

international flow, 232 

market, of U. S., 207; importance 
of U. S&., as, 255 

method of putting in circulation, 
193 

movements, 13, 14, 196; and in- 
terest rate, 57; and exchange 
rates, 794; and price levels, 795; 
automatic regulation, 796; in- 
terdistrict, 467—and government 
operations, 470; new, 229 

non-monetary uses of, 21 

payment to meet currency de- 
mand, 257 : 

policy, 234; of Federal Reserve 
System, 204—and U. S. financial 
prestige, 207 
of U. S., 23 
reviewed, 24 

position of, and monetary and 
banking practices, 6; of U. S., 
changes in, 256 

prices, stabilization of, 176, 194 

problem, 25; of present day, 27 

production, annual, of new, 1890- 

1924, 22; cost a factor in sta- 

bilizing value, 28; wholesale 

prices in U. S., and Great. Brit- 

ain, 173 

received by member banks, 253 

redemption fund, 79 

redistribution, 63; in U. S., 58; of 
world’s, 56 

reduction in purchasing power of, ~ 
17; in use of, 8 

reserves, 14, 58; -against Federal 
reserve notes, 75; and U. §S., 
55; amount of, in England, 623 
—pre-war, 625; of Bank of 
France, 32, 735; of central 
banks of Europe, 53; of Fed- 
eral reserve banks, 469; pur- 
poses of, 13, 192; redistribution, 
63; superfluous, 59 


INDEX 


Gold, shipments: to foreign coun- 
tries, 87 
standard, 51, 54, 56, 62, 63, 256; 
and currency reorganization, 
254; and Federal reserve policy, 
202; effective international, 263 
English, affected by war, 607; 
maintenance of recommended, 
612; necessary condition of 
effective, 617; no longer ef- 


fective, 608; return, im- 
portance of, 644; prerequisites 
for, 629 


Europe and, 29 
money and, 3 

stock, monetary, 21;—world’s es- 
timated, 255; 1890-1924, 22 

substitution, for collateral, 234 

supply, 18 

two-way flows of, 229 

U.S. leading industrial consumer, 
19 

uses of, 7 

value, determination; 
currency units, 803 
in 1913, 17 
of French note circulation, 732 
of money and monetary stock 

of, 21 

Wilson’s embargo, 24 

withdrawal, from Federal reserve 
banks for foreign shipment, 232 
from ordinary bank use, 208 

world’s industrial consumption of, 
19 

Gold Settlement Fund, 83, 292, 395, 

408, 429, 431, 432, 436, 437, 439, 
440, 442, 444, 445, 446, 447, 449, 
451, 452, 453, 454, 458, 461, 464, 
465, 466, 484 

at Washington, 442 

establishment of, 431 

incoming clearing telegram, 459 

outgoing clearing telegram, 457 

practical operation of, 454, 455 

scope enlarged, 441 

withdrawal from, 440° 

Gold Settlement System. 466 


of paper 
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Goods, transfer of money and, 155 
Governor of Bank of France, 704 
Great Britain, gold, return to, 632 
—importance of, 644—opposi- 
tion to, 635 
national debt, 642 
prices, wholesale, in U. 8. and, 173 
protection controversy, 635 
receipts and expenditures, 640 
Greenbacks, 39, 71 
aus lawful money, 47 
Gresham’s law, 10 


H 


Hague Regulation, 858 
Hoarding, increases 
erisis, 12 
of gold, 10 


in times. of 


Index numbers, arithmetic and 
geometric averages, 1054 
example, 1058 
of prices of.imports and exports, 
817 
specimens of weighting, 1053 
Inflation, avoidance of domestic, 28 
in France, 716 
of prices, 26 
Interdistrict accommodation, 471 
Interest, advance collection, on farm 
loans, 915 
rates, and farmers’ 
bank credit, 904 
on loans to farmers, 905, 914, 
916 
since 1860, 1008 
on reserve deposits, 94 
Treland, joint-stock banks in, 587 
Tssuing houses in England, 589 


J 


commercial 


Joint-stock institutions in London, 
592 
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ne ihe Spud 
RAE eae dU ' ‘7 
Latin Monetary Union, 64, 643 
Leased Wire System, 448 
Legal tender, 35, 39° ~ 
internal demand, wi ‘England, 608 
Législature, of Louisiana, 420 © 
of Mississippi, 419 
of’ North Carolina, 422 
of Alabama, 421 
of Georgia, 421 
Liabilities, deposit, changes in, 262 
of Canadian banks, 660 
Loans, bank, to farmers, 908; bal- 
ance requirements, 915; 
interest rates, 892 
short-time, 890 
personal and _ collateral, to 
farmers, 909, 910 
‘estimated amount of, 909 
seasonal fluctuation, 912 
short-time, and farm credit, 889 
‘Bank of France, 696; to state, 
701 
Canadian, contraction, 677 
Canadian banking system, 653 
farm, by national banks, 949 
interest,.advance collection, 915 
rates, 914, 916 
security, 918 
term of, 919 
French,, to. foreign governments, 
727 
Germany’s foreign, 742 
long-term, on farm land, 949 
policy of Treasury, 212 
quality in money market, 500 
ratio, to deposits, 260 
Lombard Street, 203 
Lombard Street, 569, 577 
London, bank rate, and commercial 
bank loans, 242 
joint-stock institutions, 592 
market, free gold, 581 
international loan, 590 
money, 241, 579, 602; pre-war 
position as world’s central, 30 
money rates in, 576 


Louisiana’ ‘Legislature, 420 
~M 


Mark, ‘stability of, 769 
Market; bill, English, 349 
commercial paper, 345, 507, 508, 
(522. + ot 
discount, 484; American, 477; 
open, 493 in aid 
money, London, 579 
New York call, 339; rates in, 
498—analysis of,'486 
sensitive, 499 
quality of loans in, 500 
New York, 481, 484, 486, 487 
_ open, 495 
~ yates, relation to discount rates, 
239 
seller’s, 214 
Maturities, 492 
Member banks, control of borrow- 
ing of, 304; of reserve bank, 253 
customer rates, 244° \ 
gold received by, 253 
in central reserve cities, 96 
in reserve cities, 96, 392 
reserve balances of, 99 
reserves, checked on by, 98; for 
three classes of, 106 
Merchant bankers in England, 588 
Methods and Machinery of Practi- 
cal Banking, The, 380. 
Mississippi Legislature, 419 
Money, and the gold standard, 3; 
the price-level; 148— under nor- 
mal business conditions, 157; 
‘prices, 789 - iB 
_as standard of value, 4; store of 
value, 4. 
eall, 502 
circuit flow of, 122; diagram, 125 
' time of, 131; alterations in, 133 
English, cheap, 616 
equation of exchange, and ve-- 
locity, 162 
flow of, and’ of commodities, 128; 
variations in rate of, 129 


INDEX 


Money, {yinctions,.3; separation of, 
5 eee 
lawful, 88, 47, 96; reserves of, 272 
market, Bank : if England and, 
576 ae oa 
London, 602; pre-war position 
as -world’s..central, 30... . 
..New York,.and- London, 241 
quality of loans, 500. 
sensitive, 499° 
quantity, in relation.to. garcedevel: 
152 et 
theory. of,. 153, ,,159; 
164 
-rates, business transactions and, 
237 
English, differential for home 
and foreign money, 614. . 
in London, 596; in New York, 


value of, 


1923, 239 
meaning of, 497 
time; : 502 


transfer of goods and, 155 
value of, and monetary stock of 
gold, 21 
velocity of, 123 
Municipal warrants, 371 


N 


National Agricultural Conference, 
927 
National Association of Mamufac- 
turers, 847, 849 : 
National Bank Act, 117 
National banks, acceptance,. powers 
of, 322. 
capital, 89 
refunding of U. S.. ands held 
by, 67 
reserves required leis 92 é 
National Currency Association, 43 
New York, as international loan 
market, 590 
banks, shipments and receipts of 
U.S. paper currency, 60 
call loans reduced, 677 


1077 


New York, Federal reserve discount 
rate in, and commergial bank 
loans, 242 

money. markets, 241, 481, “434, 486, 
- 487 
analysis of rates in, , 486, 
call, 339 © 
money. rates in market, 239, 498 
_ purchases of acceptances by deal- 
ers, 530. 

North Carolina, Legislature of, 422 

Note issue, Canadian banking sys- 
tem, 662; limitation, 666, 667; 
restrictions, 688 

English, .by Bank of Boelond, 
620; to replace. currency, 626 
control, machinery for, 617 
currency, reduction of present, 

626 
fiduciary, amount. of, 623; maxi- 
mum limit to, 621_ 

legal limitation necessary, 615 

French, legal. limits, by Bank of 
France, 716. 

of Reichsbank, 776 

Note-weserve ratio, and Federal re- — 
serve notes, 233 ' : 

Notes, Bank of England, 611; and 
fiduciary, 223 

circulation, German, 831. 

eligible, 75 

fit, 463 

French, value of circulation, 732 

of Bank of France, 693 

redemption, of Federal reserve, 
294; under Canadian banking 
system, 648, 649, 662 

security, under Canadian banking 
system, 648 | 

unfit, 463 


O 


Open diseount market, 493 
Open market, 338, 495 
bankers’ acceptances, 361; 
chased in, 354 
bills of exchange purchased in, 
354, 370 


pur- 
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Open market, borrowing, 514, 516; 

eontrol of, 517 

character of paper sold, 518 

development, in U. 8., 246 

Federal Reserve System and, 490 

holdings, volume of, 248 

investments, reduction of, 248 

operations, 245, 247, 249; and 
credit policy, 248; discount 
operations and, 248; Federal 
reserve banks and, 352 

policy, 249 

trade acceptances purcbased in, 
354, 370 

transactions of Federal Reserve 
System, 246 


Pp 


Paper, agricultural, and commercial 
distinguished, 288, 290; under 
Federal Reserve Act, 945 

commercial, 501; American, 488 
bought and sold, 525 
business, 509; consignment, 523 
dealers, commission of, 525; of- 
fices of, 507 
denominations, 520 
difference in different businesses, 
523 
markets, 507, 508, 522; shift be- 
tween, 511 
maturities, 521 
open-market, form of, 518; sale, 
518; volume, 347 
outright purchase of, 523 
placement of, 511 
rates, 522 
registration, 520 
seasonal appearance, 514 
sectional popularity, 515 
terms of sale, 513 
types of purchasers, 512 
rediscount of, 273 
cooperative marketing 
tions, 946 
currency, units, 30 
desirability, in rediscounts, 279 


associa- 


INDEX 


Paper, eligible, 79, 260; agricultural 
credit, 945 
legal limitations, 284 

_ rediscount, 274, 279 
tests, 246 
factors’, in agricultural credit, 947 
ineligible, classes of, 285 
money, advantages as gold substi- 
tute, 9; 
American, in Europe, 8 
circulation, 9 
unsanitary condition, 9 
use of large denominations in 
1913, 8 
non-member banks endorsement 
of, 290 ! 
non-self—liquidating, 297 
open-market purchases, in agri- 
cultural credit, 948 
self-liquidating, 295; test for, 299 

Par collections, development, by 

Federal reserve banks, 410 

principle, 429 

system, of Federal reserve banks, 
429 

Parities, purchasing power, 800 

and exchange rates, 812 

German, 831 

statistical studies of, 801 

use of, 819 

Peel’s Act, 573 

Pension fund in Bank of France, 
709; investments of, 709 

Pig iron production, 1007, 1008, 1009 

French, 738 
sources of data, 1014 

Pittman Act, 70, 71, 72 

Pittman certificates, 71, 72, 73 

Premium on dollar exchange, 235 

Price, change, influence of, 874 

index numbers, 1051 
level, index by months, 1023; 
composition of new, 1024; new, 
from 1875, 1017, 1021 
measurement of, 149 
money and, 148, 157; quantity 
of, in relation to, 152 


INDEX 


Price, movement, 
714 ; 
wide dispersion of, 170 
of foreign currency, 797 
policy, of Federal Reserve Sys- 
tem, 187 
stabilization, 213; policy. of, 197 
Prices, and current exehgnee rates, 
8lt 
Federal Reserve System, 181 
complex relation to credit, 265 
gold, stabilization of, 176 
index numbers of, of imports and 
exports, 817 
inflation -of, 26 
measure, not cause, 
169 
money and, 789 
rise, in 1923, 238 
U. S., 1890-1924, 19 
wholesale, since 1860, 1011, 1012 
Prosperity, cycles, theory of, 955 
economic, 957 


in France, 


of trouble, 


consumers’ demand, 960 
money, credit, prices, capitali- 
zation, 964 


producers’ demand, 957 
export statistics and, 752 
Purchases, difference between redis- 
count and open-market, 355 


R 


Rates, in New York money market, 
498; disparity of, 498 
on commercial paper, 522 
Receipts, of France, 723 
Receivables, 542 
credit work and, 541 
discount, 539, 540; charges for, 


543 
Redemption fund, 78 
Rediscounts, additional credit in- 


formation for, 282 
applications for, 276, 278; 
evidence of eligibility in, 278 
statements required in, 278 
borrowers’ statements filed; 281 


Rediscounts, 
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eligibility 
ments for, 273, 280 
marginal collateral, 286 
of bankers’ acceptances, 352; com- 
_mercial paper, 273 
member banks’ own notes, 287 
operation, 246 
paper, desirability, 279; cligibility, 
279 
privileges under Federal Reserve 
System, 273 
rates, 299; and farm credit, 907; 
and farmers’ commercial bank 
eredit, 904; changes in, 300 
responsibilities of Federal reserve 
banks and, 275 
right to, and membership in Fed- 
eral Reserve System, 273 
sources of legal authority, 273 
transactions, between Federal re- 
serve banks, 461 
Reich, financial relation to emasn 
states, 759 
Reichsbank, and discount. market, 
782 
annual meeting of stockholders, 
779 
capital, 776 
clearance, 782 
commissioner of note issue, 780 
committee, organization, 775; 
transfer, 778 
convertibility, 784 
council, 779 
financial statement, 785 
fiscal agency, 782 
general board, 778 
managing board, 778 
new law, 774 
note issue, 776 
organization of, 777 
president, 778 
reserve, against 
notes, 783 
scope of operations, 780 
Reparations Commission, 743 
Reserve Bank Organization Com- 
mittee, 435 


require- 


deposits, 784 
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Reserve banks, control of member Reserves, In member banks, checked 


banks, 253 
credit, 253; expansion, 100 
currency demand and, 258 
rates, and discount policy of 
Federal Reserve System, 211 
deposit, held by bank, 2381 
notes, interdistrict movement, 472, 
474 
plan, under Federal Reserve Act, 
97 
ratio, 190, 191, 197 
abandonment of, 219 
and eredit policy, 233; discount 
pohiey, 233 
decline of, and credit expan- 
sion, 218 
deposit, 234 
importance of changes in, 263 
in all countries, 191 
note, and Federal reserve notes, 
233 
of Federal reserve banks, 233, 
234; Federal Reserve System, 
217 
pre-war, 271 
requirements, 103 
Amendment of June 21, 1917, 
105 
Federal Reserve Act, original 
provisions of, 118; proposed 
amendment to, 120; working 
cash, under amended, 119 
for country banks, 404 
in central reserve cities, 4C4; 
reserve cities, 404 
of Nat’l Bank Act prior to Fed- 
eral Reserve System, 117 
three systems of, compared, 108 
system, merits of, 100 


Reserves, 47 


advantages of pooling, 108. 

bank, and necessity for carrying, 
91 : 

deficient, 102 

gold, Bank of France, 735 

in Canadian banking system, 668, 
669; elements of, 670 


on by, 98; in reserve cities, 392; 
three classes of, 106 © 

keeping of, 14 ‘ 

of country banks, 93, 101, 393; 
pooling of, 95 

required by central reserve city 
banks, 93; by national banks, 
92 

silver, Bank of France, 735 
held by central banks and gov- 

ernment treasuries, 11 
specie, Bank of France, 696 
Resources in Canadian banks, 685 
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Scandinavian Monetary Union, the, 
64, 643 ; 

Scotland, banks, 598; branches, 599; 
functions of, 601; joint-stock, 
587 

Security on farm loans, 918 

Senate Committee on Banking and 
Currency, 209 

Silver, as a circulating medium, 7 

certificates, 38, 70, 71, 73; as law- 
ful money, 46 
coins, as lawful money, 46 
dollars, 37 
reserves of Bank of France, 735 
Stabilization, in France, 727 
of gold prices, 194; basis of, 177 

Stock Growers’ Finance Corpora- 
tion, 924 

Stocks, rail, prices of, 1011, 1012 

Suffolk Bank, 379 


Superior Court of Union Co., Mon- 


roe, N. C., 423, 424, 425 
a 


Taxation, German, 744; commen- 
surate, 749; income, 756 

Taxes, paid by Bank of France, 702 

Theory of exportable surplus, 764 


INDEX 


‘Time deposits, 96 
loans, differ from call, and com- 
mercial paper, 497 
Token money, 35 
Trade, acceptances, 370; open mar- 
ket purchases of, 354, 370 
foreign, and depreciated currency, 
808 
uncertain currency value in Eng- 
lish, 634 
organizations, for foreign credit 
information, 846 
Transfers, 468 
in interdistrict gold movement, 
468 
Treasury, notes, 70; of 1890, 38, 47; 
as lawful money, 47 
policy, and Federal Reserve Sys- 
tem, 211 
Federal reserve bank subordi- 
nated to, 216 
Trusts, investment and financial, in 
England, 590 


U 
Unification of currency units and 
systems, 63 
United States, and demand liabili- 
ties, 55 
intergovernmental debt prob- 
lem, 861 


bank deposits, velocity of, 144 
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United States, banking, compared 
with other countries, 310 
bonds, refunding of, 67 
Circuit Court of Appeals, 419 
credit system, 244 
currency, in Europe, 59; ° 
interest in problem, 49 
paper, shipments and receipts 
of N. Y. banks, 60 
Dawes plan, participation in, 744 
District Court, 418 
European currency question, 50 
financial prestige, and Federal re- 
‘serve gold policy, 207 
funding of British debt to, 879 
gold, centralization in, 17; expor- 
tations from, 32, 56; imports, 
208; leading industrial con- 
sumer, 19; market, 207; policy, 
23; position, changes in, 256; 
redistribution of, 58; reserve, 55 
importance, as gold market, 255 
mint, 18 
notes, 39 
open-market development in, 246 
prices, wholesale in Great Britain’ 
and, 173 
Supreme Court, 418, 419, 426 


WwW 
War Finance Corporation, 939 


Wilson, Woodrow, embargo on gold, 
24 


acer o, 


as Rah, OM as: 4 


. a a i bo “a 4 Fc} tort alts ‘iid ‘ Ears ’ 
eh Asa - Apht aa “ag oa ° ‘ 
, ‘, 5 | pee ot As st ann "Woe 
, * ply Y ‘ eo) Pa Fat is ily ie a's J ,, 
on °F dates ath iwae a 


et oe haus 
ta -*! i tu Mab ib a clk ha yy ‘ 


ty ee th a Maps ali rut \ 


